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FOREWORD 


One of the fundamental goals of human intuition is to perceive what 
the purpose of life is, and to answer the ultimate question of ho 
that purpose can be achieved. In spite of a vast amount of 


knowledge accumulated through the ages, that has enabled humans 


to exploit the properties of matter to highly complex ends, 
uncertainty on this simple yet vital issue remains. 


Sometimes one encounters the speculative assumption: that the 
capacity of the human intellect is unlimited but, in the case at han , 
the kind of knowledge required for certainty lies beyond the abili y 
of mankind to discover. It is a kind of knowledge that can only be 
provided by the same Authority which creates life in the first 
instance. Without this knowledge the whole of creation would He 
meaningless, a huge mechanical structure with no purpose, 


contradicting the perfection in nature which science can only 
confirm. 


Muslims believe that Islam provides that knowledge which is 
beyond the human capacity to discover, in order and in sum. It 
furnishes us with concepts and facts in the realms of morality a 
ethics, and in the physical world too, which cannot be negated b 
any standard of scientific logic or scientific discovery. It is 
knowledge based upon a voluntary belief in an absolute a 
transcendent truth, namely that ‘There is no God but Allah and that 
Muhammad is his final Prophet and Messenger’. This significant 
single truth and the message that was carried with it was reveal 


letter by letter, word by word, and verse by verse by Allah, the onl 
God, in the Arabic language to the Prophet Muhammad sal’ Allah 
alaihi wassalam (s.a.w.), and was collected in the Qur’an nearl 
fourteen hundred years ago. It has been protected from all forms af 
distortion since and is available now, exactly as it was revealed, f 
anyone who wishes to read it. 
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and IMF austerity packages are uncomfortably reminiscent of the 
remedies of the quacks: extreme in their side effects and of 
ambiguous benefit. Sometimes, there appears the assertion that 
things would be worse under any other economic regime. Of 
course, the assertion is untestable because one can never relive the 


past to know the difference. Meanwhile, as consensus economics 


extends its grasp, societies are increasingly coming to accept 
pollution, the business cycle, inflation and gross inequalities in 
wealth as the unavoidable facts of economic life. 


The focus of this work is upon interest and its impact on humanity. 
It is an impact that reaches beyond the debtor-creditor relationship 
and one which cannot be expressed in terms of monetary units 
alone. In the pages that follow I shall argue that our world has 
become beholden_to interest, enslaved by those who profit from it, 
and misled by those who justify it. My work shall not add to the 
existing stockpile of facts on the topic of interest; that stockpile 
already requires more than a lifetime to read. What is so badly 
needed now is not more fact, but more understanding of the facts 
that we already know. 


One problem that confronts the modern economist is the sheer 
complexity of the system that he seeks to describe.. This 
complexity makes any attempt to model the system extremely 
difficult, and without some kind of model no scientific attempt at 
forecasting can be undertaken. In building an economic model, the 
econometrician must identify the precise starting values of ever 
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variable in the economic process and describe the exact nature of 
those processes and their inter-relationships. Meteorologists know 
how complex a task this is. Yet where the meteorologist works with 
precise and measurable physical laws, economists deal in 
uncertainty.and_ unquantifiable propositions, and where 
meteorologists hesitate to predict weather patterns more than one 
week ahead, the bold economist may stretch his own horizons over 
several years. Though economic forecasts over short time 
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periods are sometimes broadly accurate, over longer periods they 
are usually inaccurate. 


The chaotic system is simply too complex for the economist to 
understand let alone to model on a computer. It would be quite an 


achievement if forecasters could reliably predict the direction bf 
change, never mind its amount. Whilst physicists, doctors ad 
chemists can predict the events of their own domain with soy e 
Success, there are no economists whose modelling efforts are as 


reliable! | do not wish to belittle economic forecasters for many ate 


extremely able. I shall simply wish them good luck in their 
endeavours and proceed in my own direction. 


Though some may think poorly of discussions in which religion 
‘interferes’ with science, I have decided not to turn away from this 
particular challenge here. Therefore, whilst the first four chaptets 
of this work adopt a conventional ‘positive’ approach to economic 
the final three chapters are devoted to a ‘normative’ discussidn 
from the perspective of Islam. It is a basic principle in Islam that 
Where the foundations of our economic and social life are just, go 
too will be the results of their interaction. Of course, we may not be 
content with those results but, according to this philosophy, they 
will at least be better than the alternatives. Where they are give 
my recommendations for economic change assume likewise. 


To my mind, the economics embodied in the religion of Isla 
probably constitutes the last remaining serious challenge to fré¢e 
market capitalism. However, because the Muslim world is not yet 
in a position to lecture the West on how to attain economic success, 
J hope that I strike a sufficiently modest note in offering 
insights. 


Tarek El Diwany 
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The first law of thermodynamics states that the total energy of a 
thermodynamic system remains constant although it may be 
transformed from one form to another. Here is the principle of the 


conservation of energy. The second law of thermodynamics states 


that heat can never spontaneously pass from a body at a lower 
temperature to one at a higher temperature. Taken together, these 
two (of the three) laws of thermodynamics Say that as time passes a 
closed system incurs a constant total of energy, but that the 
distribution of this energy becomes more even. Here is the entropy 
process in a nutshell. 


A simple exaimple has a metallic container at room temperature into 
which a block of metal at 100 degrees Celsius is placed. If 
insulated from the. outside environment, it will be found upon later 
examination that the average temperature of the container and its 
content remains at the initial level but that the difference in 
temperature between the two components has narrowed. Ultimately, 
any difference in temperature will disappear entirely. Where once 
the block was hot enough to boil water, it is now no longer able to 
do so. The ability to perform work has therefore diminished even 
though the total amount of energy in the system has not. This loss 
of ability to perform work is a key feature of the entropy process. 


Within the constraints imposed by the laws of thermodynamics, 
there is great freedom as to the path followed by an entropic 
process. Although entropy is increasing, it may do so ina variety of 
ways. The entropic process is thus said to be indeterminate. The 
. ultimate fact though is that entropy must increase from one time 
period to the next. It is an irrevocable and qualitative process that 
represents decay. 


To say that increases irrevocably is not however the 


Same as saying that the effécts“of the entropy process cannot be 
i etna een mee te OTRAS M8 BES TREE ENE | RTE HER CB PRA OR NIRS AEN el at oe 


reversed. An open physical system may in fact experience 
decreasing entropy over a given time period. For example, the 
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plant, an open physical system, consumes energy and _ nutrients 
from the external physical system that is the environment. In this 


manner the plant creates a highly ordered structure called fruit 


Similarly, the repair men consume energy and materials j 
maintaining the building. However, precisely because of th 
consumption of external matter and energy in these processes 
entropy in that external physical system will increase. The entrop 
law tells us that, external and internal Systems combined, the ne 
amount of entropy must continue to increase. In this way th 
entropy law remains valid. 


Though entropy is always increasing, its rate of increase varie 
from one system to the next. Fruit and vegetables on a market stal 
display a higher rate of increase in entropy than for exampl 
buildings, which in turn display a higher rate of increase in entrop 
than minerals in the Earth’s crust. The fruit decays within a fe 
days once picked, the buildings decay within a matter of years 1 
unattended and minerals in the Earth’s crust remain for millenni 
with little sign of deterioration. 


It was Schrodinger who first proposed that life hearing structures 
maintain themselves by consuming low entropy fro 

the environment and transforming —it-into-higher_entropy. Give 
that average entropy in a physical system is always increasin 
at a natural rate, it must be true that man’s activity in establishing 
lower degrees of entropy in some components of his physic 

environment inevitably accelerates the increase of entropy in other 
components. The Guardian leader page from 25 March 1995 


comments : 

Global warming is, above all, an index of the rate at which the world 
Squanders its resources and of the resulting disturbance to natural 
ecological balances maintained for millions of years. No one can 
seriously deny that energy is now being consumed on a scale never 
achieved by humanity before. The only question - and it is the critical 
one - is whether it can be stopped and how. 
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edie we commonly refer to as wealth, structures that may 
be stored until increasing entropy devalues them. (In contrast, the 
benefit derived from stored wealth cannot itself be stored. Thus, 
whilst warm water can be stored in a tank, the pleasure of a warm 


shower cannot be stored, except perhaps in ones memory). 


Many forms of wealth may be synthesised by mankind from the 
low entropy resources available to him. But Georgescu-Roegen 
argues that there is often a most unwelcome cost attached to the 
consumption of these resources. To put it bluntly, low entropy 


resources are transformed through man’s economic activity into 
high entropy waste plus the enjoyment of life. By extending this line 
of reasoning, the true nature of the environmental choice facing 
modern man can be uncovered. 


Consider for one moment the impact of sunlight upon the Earth as 
being similar to the input of energy into a physical system as 
discussed earlier. On a simple level, it is the free energy of the Sun 
that must in some form or other be consumed in order to allow the 
enjoyment of life to proceed. For example, it is the sunlight of past 
millennia that allows man to increase his enjoyment of life through 
the burning of coal. It is the sunlight of the present that allows him 
to grow crops and experience the seasons. If society aims for higher 
levels of enjoyment, it may do so by consuming greater amounts of 
past sunlight, or by catching present sunlight in a more efficient 
way. Whichever approach is adopted, entropy will continue to 
increase, but the effects of that increased entropy are to be seen in 
different places. Few on Earth care for the higher entropy 
that results in the Sun as it converts hydrogen into helium. Far 
more of us care for global warming as coal is burnt to fire our 
power stations. Here then is the environmental choice that faces US. 
It is a choice that pits sustainable development against 
unsustainable development,” renewable resource against non- 
renewable resource. / 
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Much effort has been devoted in recent times to finding some kind 
of free market solution that allows economic activity to continue 


with due regard for the environment, For example, tradable 
pollution permits have been issued in the United States. These were 
‘designed to encourage industry to account adequately for the costs 

ental damage that it causes. (Economists use the 
word (externalities’ Jo describe the adverse side effects of an 


economic at is driven by profitability only). In essence 
the price of a permit is supposed to reflect the cost of the pollution 
that it allows the buyer to cause. It is however something of a 
problem to know how much should be charged for such a permit. 


How does one put a price on fresh air or a beautiful view? 


A debate as to why some essential forms of wealth are free in 
monetary terms can easily enter into this kind of discussion but for 
our purpose let us note only that there is some kind of discrepancy 
between ‘use value’ and ‘price’. The value enjoyed by one who 
‘uses’ a beautiful view is often very great, but its price’is often 
zero. The difference between the price of two similar houses, one 
with a beautiful view and one with no view, might give an 
econonust some idea of the amount of money that individuals are 
prepared to pay for beautiful views in general. Yet this type of 
analysis is highly subjective and therefore rather inconsistent. 
Hence it has been argued that a market with competing buyers and 
sellers.is the only proper means of pricing the permits that allow 
polluters to ere gost by Gone Cyampal? ) 

As mankind’s plunder of natural resources continues, and as this 
plunder increasingly threatens his existence, the proper means of 
valuing externalities may become a topic for public debate. In 
having this debate, society at large would recognise that 
some forms of wealth have not always had a price, and have not 


therefore been accounted for in our conventional measures of 
wealth. 


0} Bulyjou s}so9 ‘ou 10U Se0P JeU} ]G9p ‘seinpus yey) JGap ojU! seysied 


YEU] YP8M YWOAUOD oO} - V Woy StroStt—esniny jweueussd ve SALON 
— 0} JOPIO. UL }GSP OjuryyEem WSAUSS 0} S! Be ey} yo uolssed Buljns euj -° 


> S]UOUTUIOD APPOS “(€E6I) UB Sns4aa Kauopy uy 


JUSANIOP WLOT & UO AT}Ua SUT}eIDoIdap-uoU ve 
SB WHY TOY Tsixe-sjosse Kran osoyT ToroesueIT UGG ®B UL ‘payeioLayap 
aavy Aoyy yey} uonoodsur sax7 uodn pulj pue sjasse siy diols 
ABU JOTOURUT] Ino ISTTYM Je} St AUIOUODE Ja}Ieq INO UIYIM JoTered 
eL ‘O10z “Suryoevar oynb Joaou nq ‘PIEMOT JustUSIDSp punoduros jo 
wed ay} SMOTTOT Yieam Teorskyd Tey AdoyUS Surseoiom 0} Onp st 1 
‘i sjnd Appos yorspenyz se “Isenuos Uy “AWUTFUT spreMo} JUSUIEIOUT 
onewo0es jo yyed oy) yoreur ATLuoUr ueo anjqeA AieyouoUL UdAIS ¥ 
‘JSo19}UT punoduros jo uoneondde oY} Ul “asIeYO JsoJOJUT oY] puny 0} 
Jopio ut Ang jsnur Aouow sy} yeu} Sjasse Teorshyd Jo OOTF oy} se Mr] 
sures a4} Aogo Jou saop jSdIOyUT 3% JuoT AouOUT JO OOTF “1e9q 0) pey 


SCARY OSIMIOYIO P[NOM JTOsuITY SY YOTYM s}soo ‘JaMoIIog 3} 0} ‘uO 
sassed XO a4) Jo Japusy amy yeu) ST UOTJUSAUOD STY} JO Injeay s]qQuIoU 
euO ‘jsetajuT snjd ‘predor aq isnur eUISTIO 

“Ur Tends XO Ue yey} Surkes ATBATJOaIJo oe aM SUOTJUBAUOD [RIOURUT] 


enews. 


INO sULINjONNs os uy ‘jsara}aT SH{T OoTF Jo wns oy 01 predax 
oq ISNUT PaMmo4liog QOTF ‘Awouoos paseq-jso1o}M usepoul e Uy 


{UIIe] 
S,fopus] oY} Wey ISI JY] suo oY} 0} YITeaty-pue-o8e-uryenbe xo ue 
9q HE P[NOYs JO ‘pamoliog sem jey} XO DUTIES ou] 2q II prnoys ‘Aveda 
INUIT JOMOLIOG OY} XO JO pury yeyM ATOVXa MOU 0} JURVIJOdUT st 
w asodind ino 103 ing ‘Word ve ayeur Agaray) pue ‘Platt & ysnoyd o} 
XO UB SMOTIOG OYA BUO 9Y} OF IM990 ATOLeIPoUTUT Jou AvUT 1ysnou} 
PUL C9Peul SI Uvoy e Yons uoyM yITeaM yey} JO Suipjoy oy} WIM 
PO}BIDOSSe S]SOD= ey jeym ‘st Mou uonsonb ayy, ‘wyTeaM 
~ qeorskyd sty puey 01 eproap peojsut Aew [eNpIAIpUI ay asin0o JO 


‘SUuIOp 
OS UF $3809 sIqePIOAvUN JoJUNODUS UsYJO prnom Wyyeam pjay oy 


suo 8Y} “JOSsSeO}sJo) armeur oy} uodn surtpuada 
‘sOUdH] ‘suTsvaIoM = st Adonuo WY] JOR ayy 0} yOalqns aq pro 


S}osse poiojs ey} Jo Aienb oy) sours cum 39A0 ase ose 1WSI 
SOD JOyIINZ W ‘1SOo a8viois JO pury ouros anour sdeyszed prnom a 


Se ee 


“UiesaM snydins sryy SUIP}OY uy “sjosse [eorsAyd Jo WLIO] OY} UT YITeA 


snjdins sty proy pynom [enpraipur ue ‘Aurouods soyIeq gduns ev u 


a AdoJjuy pue isesequ 


UONAID UMO § WRU JO ATOINUD are 0} um 
MOU OM Jey} AIOOY) [eIOUeUTZ UIOpoUr jo SMET 9) ‘Mey Adosue oy 


eer ts ee 


Se hee Same = 


“O} JSeIUOS uy ‘ssao01d Adonuoe 94} JO aINj}VU 9Y} SIOIPeIWOS UIN}sA 


[eroueuly juesaid Ino Jo aInjonNs ay) Ivy) asodord pue juoumns 
ey} Jo Apoq uleur ay} 0} sAoUI MoU TTeUS | ‘apise sjulod asay 


‘SUIOY OATJOATJOO In 


6 ne, 


jo JULMUOTAUA oY} ONTRAJapUN 0} anuTUOS [feys 9M “IOJ paqunoss 


jou st’ Adonua oulog-ylIeq se Buoy os ing ‘ABz0u0 JO} VOR] 
yoyILUT SATIEdUIOS oY] UT aoURLYD B puLys AvUT ASIOUA [BULIOY}O0NS I 
Pulm Jo Iejos sdeysed usy) ‘suorejs Jamod Sururng [eos ‘Kes “wo 
esire yey} Adonue suiog-yyieq Jo s}soo oy) ut dorid 0} punoj 9 
ued ABM & JT ‘SAVM JUDIOTJO OIOW JOAO UT passourey aq ued ystyun 
juaseld Jo ASIoUa ay} IO} ‘ouCTe JsUNs ysed Jo syools wo 
suI0D JOU pseu ‘oydurexs Joy ‘ASIouq ‘ABVINODUS SONTATIOR Ino yep 
Adonua susog-y1ieq oy} yequIOd 0} pasn 3q Jasit ues ASOTOUY II} 
TOAOMOF{ “SotInjued YjetjuaM] pue Yyuso}ouTU oy] UT porMds0 
savy 0} suaddey ysnf yey} voreAouur [eoISojouyoa} & Aq payseazun 


ueaq sey WT Jey] onsie APU aUuIOg ‘JaIeI[D JOAd MoI? sorIEAR 
M9U STY} JO ssduenbesuos o1dous ay} ‘ssed Sopeosap SY ‘oji] jo 
JusutAofus ay} Joj syuouemnber sty your 0} JUSTOLJJNSUL pautsap MoU 
SI Jvy} ASIOUS JYSTTUNS JO MOT & juouetddns 0) purquew jo Surarys 
oY} 0} enp jred ur aq []IM 1 estpeLIayeUT saop autooIno AWIOO]S B Yons 
Jf “ISAO IO} JSO] Usaq savy Ay) [NUN ON[VA Moy} ayerooidde Aq[nj Jou 
ABUL AJOTOOS Jey} INQ ‘spasu Jo AyoreIATY s AJOTIO0S ur Aquiorid ysry e 
onb savy aieVullyo afqeis & pu sIOATI UeaTO ‘Ie Ysa] 1ey] pusyw0. I 


If the stipulations of a compound interest money loan applied to a 
loan of physical capital, then physical capital would remain 
undegraded throughout the life of a loan whilst at the same time 
generating new wealth. This new wealth in turn would not 
depreciate and would itself be expected to yield further wealth in 
the familiar compound process. Such a state of affairs would be 
wonderful were it attainable but, due to the entropy principle, it 
isn’t. Perpetual wealth creation from a _ single stock of 
non-depreciating capital will remain impossible so long as the laws 
of thermodynamics hold true. !{ | 


a 


Of the many types of interest convention applied in modern finance, 
a distinction is often made between ‘simple interest’ and ‘compound 
interest’. The former convention applies to the charging of interest 
on the principal of a loan only. The latter involves a charging of 
interest on both principal and interest, a process that requires 
interest amounts payable to be ‘compounded’ into the principal at 
stated intervals. 


To see compound interest at work, let us follow the example of 
Soddy and imagine that a man living in the year 20 AD makes a 


loan of one hundred loaves of bread to a borrower. Our lender | 


trusts that the borrower (or his successors) will honour the 
repayment terms, which are 5% interest compounded once per year. 
The total amount due for repayment after one year, the year 21 AD, 
would be the original loan amount of one hundred loaves plus 
five loaves of interest. If the loan is not at this stage repaid, then 
the interest charge of five loaves will be compounded into the 
original principal of one hundred loaves, to give a new principal 
amount of one hundred and five loaves. Interest will then be 
charged on this new principal amount at the rate of 5% during the 
following year. By the year 22 AD the total amount due for 


repayment will then be one hundred and ten and one-quarter loaves 
of bread. 
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In contrast, the amount of the loan outstanding at the end of the 
second year under simple interest would be only one hundred and 
ten loaves of bread since the first year’s interest of five loaves 
would not itself earn interest during the second year. In other 


words, no compounding would have occurred under the simple 
interest convention. 


The formulae on which these simple and compound interest 
calculations are based take the form shown below. 


TI 
I 


Cl ert.) 
100(1+.05.2) 
11 


0 
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REPAYMENT AMOUNT UNDER SIMPLE INTEREST 


F =P(1+r)' 
= 100 (1+ .05)° 
= 110.25 


REPAYMENT AMOUNT UNDER COMPOUND INTEREST 


Where, for both simple and compound formulae; 


= repayment amount 
amount loaned 


interest rate as a fraction, per period 
= number of periods of loan 


F 
p 
f 
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This argument is not as abstract, as it might at first sight seem. In 
terms of foreign borrowings outstanding, Brazil, Mexico and 
Indonesia comprise the most indebted nations in the world. They 
are also three of the world’s top four deforesters. On current trends 
the Brazilian rain forest, source of 40% of our planet’s oxygen, will 
almost disappear within two lifetimes. For the poor and the 
starving, survival comes before preservation of the rainforest. The 
conversion of hardwood to ash, to disorder, enables survival for 
some. Its conversion to timber for export enables survival for 
others. In the meantime, the Brazilian rainforest suffers to the cost 


of all of us. 


Country — 1981 to 1990 1992 foreign debt 1992 debt 
average sq.kms. outstanding as a repayment as a 
of deforestation percentage of percentage of 


per annum GDP export value 

Brazil 36,710 | 31.3 7 24.4 
Indonesia 12,120 67.4 32.1 
Zaire 7,320 111.5 34.8 
Mexico 6,780 35.2 44.4 
Bolivia 6,250 83.6 39.1 
Venezuela 5,990 62.5 19.5 
Thailand 5,150 36.3 13.1 
Sudan 4,820 220.7 n/a 

Tanzania 4,380 268.4 32.5 


n/a : ranking not available 


DEFORESTATION AND FOREIGN DEBT 
(source: The Economist) 
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The above table may portray coincidence only, but the work o 
increasing numbers of academics stands in evidence of the conflic 
between interest and entropy described so far. Colin Price remin 
us of Miller’s work in Debt and the Environment : Convergin 
Crises (1991) where the depletion of natural resources is linke 
to_the payment _of interest on international debt. Is i 
really possible that such phenomena are in any way related to 
contradiction between the financial and physical systems, between 
requirement to pay off foreign creditors and the reality of a 
impoverished economy? Or is deforestation merely one expressio 
of economic development? In order to answer such question 
satisfactorily we must now attempt to quantify the impact o 
interest upon economic activity. 


Discounting 


The simple scenario described below is based on an idea b 
Michael Lipton at the University of Sussex (1992). Imagine 
farmer who wishes to buy_a plot of land and farm it. His purchas 
and operating costs are to be financed entirely on borrowed funds 
The land is capable of supporting a highly intensive techniqu 
which is forecast to produce £150 per year of net profit for fifteer 
years, and which results in the land’s desertification. An alternativ 
production technique produces only £100 per year of net profit, bu 
allows the land to-regenerate-and-maintain its productive potenti 
indefinitely. 


compare the two esas flows and select the“most ‘profitable: For 


each interest rate, the present value of each set of cash-flows i 
calculated according to the formulae described earlier in thi 
chapter. It is the farming approach that provides the highest total 
present value of those cash-flows that_is then recommended. Th 


a ee 


tables displayed on the following pages show the relevart 
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Year 


t1 
62 
t3 
t4 
t5 
t6 
t7 
t8 
t9 
t10 
t11 
t12 
t13 
t14 
t15 


and 
periods 
to tee 


Column 
Totals 


Profit 
per year 


100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 
100 


100 


Present value of profit © Present value of profit 


per year at 5% 
discount rate 


95.24 
90.70 
86.38 
82.27 
78.35 
74.62 
71.06 
67.68 
64.46 
61.39 
58.46 
55.68 
53.03 
50.50 
48.10 


amounts decreasing 
towards zero 


per year at 10% 
discount rate 


90.90 
82.64 
75.13 
68.30 
62.09 
56.45 
51.3] 

46.65 
42.40 
38.55 
35.04 
31.86 
28.96 
26.33 
23.94 


amounts decreasing 
towards zero 


1,000 


DISCOUNTED CASH-FLOW ANALYSIS 


for 
Low Yield Farming Method 


(yields £100 cash-flow per annum indefinitely) 
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Despite the recommendation of the previous analysis, one might be 
excused for believing that the bankrupting of land for the sake of - 


increased short term returns does not make intuitive sense: An 


immortal goose that lays one golden egg per week should not have 
its immortality traded in for the sake of two golden eggs per week 


ee 


in the meantime. It appears however that some natural assets can 
est_ of discounted cash-flow analysis. 


Whether such Sten. takes the form of desertification, the 
extinction of a species or the immensely long-lived pollution of a 


nuclear’ power plant, the principle remains the same. ‘Compound 
interest values the distant consequences of current actions at next to 
nothing. The problems come home to roost for a future generation 


that has no say in their creation. 


In Time Discounting and Value (1994), Colin Price insists that the 
type of ‘uniform negative exponential’ discounting practised above 
is almost always incorrect as a valuation technique in a physical 


world which provides a wealth of non-exponential functions: - 

We are prepared to go along with discounting, because abandoning it 
would give our own interests less importance than we would like; it 
threatens omfortable and too uncompromising a departure from 
our present shameful indifference to the distant future. 


Yet, even where the distant future is not concerned, discounting can 
still display its encouragement for questionable consumption 
patterns in the present. As an,example, let us use discounting in a 


second analysis. Here we aim to help an individual value two_ 


erent A EP RAO TA Oe Ta ELS a etm 


different holiday plans, between which he must choose. The first 


involves taking no holidays for—the—first_ten—years,.and the 
enjoyment of one holiday per_year every year thereafter for twenty 


Le LO ARR AORTA, MO OE I em em ek 


years. The second involves taking one holiday-per-year-for-each-of 
the first ten years and no holidays thereafter. The individual knows 
that each holiday currently costs_one thousand pounds, and he 


assumes that prices will remain the same throughout the period in 
real terms. 


19 


LvL'9 


9}C1 
}JUNODSIP 
%O01 Buisn 
Aepijoy 
yoese 
JO enjea 
JUSSAlq 


LC 


SAVGIIOH 40 SMO14 OML HOS 
SISATVNV ONILNNOOSIG | 


000'0OL C87 E 


0 sjunowe 
pejunossip 
SNOUPA 
0 68¢ 
0 . BLE 
0 Ose 
0001 0 
OOO}L 0 
0001 0 
0001 0 
OOO} 0 
0001 0 
0001 0 
0001 0 
OOOl 0 
OOOlL 0 
(3) (3) 
Jayeesaul 
SuO0U 918) JUNOOSIP 
pue sieeh %OlL Buisn 
U9} IS4I Aepijou uoee 
Buunp ueye} Jo ener 
sAepijoy JU9SAlq 


000'02 S|B}O | 
uwNnjoy 


O€} 0} 
poied 
Alans pue 
Ch} 
chi 
LL} 
0 Ol} 
0 6} 
0 8} 
0 LZ} 
0 9} 
0 Gg} 
0 } 
0 €} 
0 ct 
O Ly 
(3) 
o€ Je8A jnUN 
Joyeoiaul we3h 
Jed Aepijou auo 
pue sues ue} 
1S41} Bulinp usye} 
sAepijou on Jeo 


OT 


OF ond “Yeq oy Aq payoorzor HOHPIPeI BABM BuO, oy) Sudden 
nq UNS 94] Jo uoNvIper savm MOYs oy} Ul SuTMoTTe ‘asnoyudalg 
B jO sse[s ou] se soUURUT oUTEs °4) You ul sjoe sroydsotmne 
S.QWeY 84} souls joaqyo OSNOyuseIS, ay) se 0} PeLojel upiyo 
ST WSTURYOOU OUT, “ULIO) IOSUOT oy) UT oinjetadurs} jeqoi3 oFviear 
OSPIIOUT T[IM Jey] waisks oLIaydsounr SUWey ot] Ul sasueyo 
SUISNED MOU oie SUBYIOU PUB APIXOIp uogIKO se yons Sases) Jo 
SUOISSTUS JVY} S}sIsofoyeuNTD Suoure pseise ATOPIM ST IT “WLIO} 736 ys 
od} P1eMO} seIq s.suNUNOOSIp jo atdure xa [eJUSUITUOITAUS 93}yeUNQIN 
oy} YA sn saptaoid Surem [Bqo[s uo aeqG—ap jer IU 


JIOYS OY} -spremoy-psseigq AjaroAg S st yey “‘Ssao0id Tearetiay Pu 
e Aq pops oq pm eoroys = sty ‘suondumsse sry sasolelm 
‘SuyuNoosIp Jo anbruyoay oY} SOSN TENPIATpUI oY} JI 1ey} st tod aK 
JOU JO 1991109 aie ueds-ay pue uoneyur ‘ssorid uo suondumsyse 
S.[@NPIAIPUL 9} JoyJoyM JUBAIL st 1] ‘SIO asteys-e Sn sai3 Jou 
Soop SsuTjUNOOsTp ‘AJOVVUNIIOJUL {JO}e] sAeprfoy jo Jaquinu 301ea13 
B OYE} O} 9Q 9OIOYS TeUONeI sy} JOU prnom AueuUT JOJ ing ‘ajqrssod 
Se UOOS SB P[NOs ay sAvproy Jeym aye} 0} Jazord JYSTW ost] ut ApAea 
yeep JO ASI ysty v YIM [enpraipur uy Joye] Ayyenb sures ou \jo 
sAeplfoy AJUaM} 0} UOOS sAeprjoy ua}, Jajoid AT[eo1 plnom sTenpramput 
AUBUI MOY ‘adIOYd ou) UOAT 
jusLMNS jo safes oy) ayeyduraywos OYUM 9SOU} [[@ 01 soURADTOT 
yonur jo uorsenb e st sonovid ut posroyjoid 2q P[nom yey] a0 
st uorjduinsuos jo usoyed ev yons TOURUM “(787‘EF nea juosard) 


Jaye] sAeprfoy, saynynsuos }eY} MOTI 84} 0} souarojord UT ( [vl OF) 


onyeA Juasaid jsaysty ou sey sim SoUIS ISMJ sAeproy, soininsuds 
eY} MOTZ OY} JO9J9s 0} st SuyuNoosip Aq poyeoipur soloyo 2 


‘SABpTTOY JO MOTJ YORa IOy Ivak sod %OT ‘JO a1¥I & Je UdyeLIOpu 
St SUTJUNODSIP pur ‘AVY Ie9K 01 spuayxe SIsAyTeue oy} Jo ported ow} 
SUL “onfeA OleZ B SB UMOYS are UDye} SI Aeprjoy ou yorum ur sive 
SSOUL “MOfoq 9[qe1 9Y} UI UMOYS st afdurexe sm} JOF stsAyeue oy) 


UhIo} 


‘PIBMII I91e JO oyes oul OJ oinseayd 


\ 


increasing emissions of ‘greenhouse gases’, the proposition is that 
greater amounts of reflected outward bound radiation will be 
trapped within the Earth’s atmosphere than is presently the case, 
causing a general warming of the Earth. Furthermore, the 
occurrence of warming is substantially lagged from initial 
causation, a process that takes a number of decades to complete, 


Annual output of greenhouse gases in 1990 stood at approximately 
six gigatonnes (billion tonnes) of ‘carbon dioxide equivalent’, so 
called because this figure also accounts for the effects of non- 
carbon dioxide emissions. The current atmospheric stock of carbon 
comprises 0.353% of atmospheric weight, having increased from 
0.285% in pre-industrial times. On current trends, the atmospheric 


carbon equivalent will double over pre-industrial levels by the year 
2025. 


The central official estimate of the Intergovernmental Panel on 
Climate Change (IPCC) is that a doubling of carbon equivalent 
levels will cause a rise in average global temperature of two and a 
half degrees Celsius over pre-industrial levels by 2025. However, 
due to thermal lags, the process of global warming will not stop 
there. In fact, the current commitment to increases in global 
average temperature arising from additions to carbon equivalents 
already present in the atmosphere 1s centrally estimated at almost 
six degrees Celsius by 2100 and ten degrees Celsius by 2275. 


One aspect of the global warming debate concerns itself with the 
advisability of taking pre-emptive action in order to prevent the 
phenomenon from occurring in the first place. In other words, is it 
worth spending money today, on clean air technology for example, 
tn order to limit the output of greenhouse gases and hence combat 
global warming? In order to answer this kind of question, a 
discounting analysis could be carried out in which the estimated 
costs of global warming in years to come are _present-valued and 
compared to the amount of currentinvestment aimed 
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at eliminating them. In fact, just such an exercise has bé¢en 
undertaken. 


The International Institute for Economics believes that lan 
aggressive attempt to avoid the occurrence of global warming 
would cost approximately 2.5% of world GDP per year into the 


ie 


foreseeable future. But their research shows that, if a discount rate 
of 3% per_year or more is used in a cost-benefit analysis stretching 
over the period to 2275 then, unless global warming is very severe, 


it is simply not worth bothering to take any action to prevent it. 


ME he ener RL oe 
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The Institute’s researchers recognise the difficulties inherent| in 
discounting over the long term. Eventually, they settle upon 1.5% 
per year as an_‘appropriate’ discount rate for use in their central 
case estimates. Unsurprisingly, with a lower discount rate, it npw 
becomes worth taking pre-emptive action in order to avoid global 
warming in many of the scenarios that they analyse. The level] of 
the discount rate.is therefore crucial in determining the results 


a. ae newere 


the Institute’ s snaliss So how is it arrived at? 


Rn ete ie me ee de 
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of 


Some academics argue that a market interest rate is an unsuitable 


te ne ee 


choice for use as a discount rate, particularly where very long term 
analysis 1s undertaken. The derivation of the ‘social rate of time 


preference’ (SRTP) provides an example of the tortuous theoretital 
route that can be followed in finding an alternative discount rate. 


The SRTP is a rate which, in a ‘steady state economy’, describes 
the extra amount of future consumption that could be achieved |by 
foregoing a given amount of consumption today and investing that 
foregone amount instead. In other words the SRTP is related to the 


‘marginal productivity of capital’ in this steady state economy. 


In a ‘steady state economy’, each generation would allow |its 


Successors the opportunity to enjoy an unchanged standard | of 
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generations to enjoy. For those who base their financing decisions 
on discounting, it simply isn’t worth creating value for the long 
term future. 


Justifications for Interest 


It is surely a part of every decent philosophy that man should do his 
best to maintain the Earth for succeeding generations. But since our 
valuation of the rights of future generations is tied so very closely 
to the practice of discounting, and thus in practical terms to the 
institution of interest, no discussion on a society’s duty to its 


_ offspring can be isolated from an examination of its position on 


interest. 


The questioning of interest on theoretical grounds is not a recent 
development. Plato regarded it as a means whereby the rich could 
exploit the poor, and Aristotle believed that money was to be ‘used 
in exchange and not to increase at interest’. In the End of 
Economics (1991), ‘Umar Vadillo tells us that among the Romans, 
Seneca and Cicero argued vehemently against usury; and among 
the early Christians, Nysennas, Augustinus and Acquinas were 
similarly opposed. 


Prohibitions on usury appear in the Torah and the Bible. However, 
many Jews later interpreted the prohibition on usury as applying 
only to loans made between Jew and Jew, not between Jew and 


Gentile. 

lf you advance money to any poor man amongst my people, you are not 
to act like a money lender; you must not exact interest from him. 
Revised English Bible, Exodus 22 : 25 

You are not to exact interest on anything you lend to a fellow 
countryman, whether money or food or anything else on which interest 
can be charged. 

Revised English Bible Deuteronomy 23 : 19-20 
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At the Council of Nicea in 325 AD, despite compromising on many 


of its Key principles under pressure from King Constantine 
Church’s representatives refused to waver.on the topic of Gs ry. 
Usury among the clergy was banned. Over the centuries that 


followed, there developed an increasingly bitter struggle between 
the Church and the merchants of Europe on the subject of usury. 


A variety of legal devices were invented to circumvent the Chutch 
ban on interest. Chown describes one of the later inventions 


contractus trinius. The investor would simultaneously enter ihto 
three contracts with an entrepreneur; to invest money as a sleeping 
partner; to insure himself against any loss; and to sell any profits 


over and above a given level back to the entrepreneur in return fdr a 
fixed amount of money per year. 


All three [contracts], taken separately, pa 
a y, bypass the usury pr 
the overall effect is simply a loan for interest. PES nea 


94) = 


When confronted with the seemingly unstoppable spread | of 
interest-based practices in the world of business, the Church 
eventually compromised on -principle_and_ withdrew its outright 


a Oe 


opposition. In 1545, English law allowed the charging of interest| up 


to-a-maximum detined. rate, although any amount in excess of this 


was regarded as being usurious. Soon, the pro-interest lobby began 
to find its intellectual champions in the unlikeliest of places: 
The Christian reformers, both Luther and Zwingli, condemned usury, |but 
the reformer Jean Calvin was the first to raise his voice in favour of 
usury; one century later his disciple Claude Saumairc, in his book 
Concerning Usury” (1638) argued that the taking of interest 
necessary to achieve salvation. 


‘Umar Vadillo : The End of Economics (1991) 


cholars of Islam have always condemned interest. 
you who believe, fear God and give up what remains of your claim$ of 


usury if you are truly believers. If you do not, then tak | 
from God and His apostle. | calla 


Qur’an 2 : 278 
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It is a well established investment principle to discriminate between 
borrowers by lending to those of lower risk at a lower rate of 
interest. The more uncertain the future repayment, the higher the 
returns demanded in compensation for the risk incurred. It 


may therefore seem quite sensible for a lender of funds to 
distinguish between different levels of risk by charging extra 
amount of interest, an ‘interest premium’ in consideration of higher 


risk loans. 


However, as Price points out, the incorporation of a fixed interest 
premium into any loan implies an unchanging lev isk over the 
time horizon under consideration. It is far from clear that this 1s 
justified. For instance, over time, a given borrower may become 
established in the marketplace, and therefore less risky. Interest 
may exist as a compensation for risk, but whether the risk premium 


¥. applied should_be_a_constant.one, set in advance, is once more 
‘debatable. 


A discussion of risk cannot be complete withqut paying at least 
some attention to the existence of the ‘risk-fres#ate of interest’. If it 
is clear that an amount of physical wealthcannot—often be 
maintained without cost, it seems clearer still that such wealth can 
never be maintained_without some degree of risk. Any number of 
events can act to reduce or eradicate the value of physical assets. 
Gold can be stolen from the safest of safe-deposits, fire may 


destroy a barn and disease may wreck a crop. Though these risks 


may be small, they still exist. Nothing in the physical w isk- | 


free. Indeed, the most that a financier in a barter economy can do is 
fo minimise the risks involved in holding his wealth. He cannot 
eradicate them. It might therefore be argued that the expected net 


rate of return derived from a securely stored physical asset will 


usually be negative due to the various costs incurred in storing.and, 


oe ae 


or, maintaining-it. One might term this rate the risk-minimised rate 
of return. 
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In contrast, modern financial theory holds that the risk-free rate of 
interest is a rate-of return that an investor derives from investing in 
a financial asset that is free of risk. An amount of money lent tola 


TE ESE INES SE eV OPEL SPR rg 


government, and the interest amount charged, is assumed to be 


risk-tree because it is in turn assumed that a_government.can tak. 
borrow or print further amounts of money to repay its debt. These 
three options are indeed available to. a modern government, but one 
must not ignore the fact that the government has no access to 
risk-free rates of r when investing the borrowed money. The 
above mentioned options are in fact nothing more than means-t 

passing on the bill to others when the fact of a non-risk-free 
physical system eventually reasserts itself. The very existence of|a 
risk-free interest rate does however have a pervasive effect-upon_the 
financial economy. Given that government is prepared to pay |a 
given rate of interest and is a risk-free borrower, lenders will 
inevitably have little appetite for lending at rates that are below this 
risk-free rate. With a few aid related exceptions, the risk-free ra e 


becomes the lowest interest rate_at which borrowers may obta 


loan fundirfg: It 1s a rate that, as we shall see, is determined by the _ 
authorities often with little regard to returns available in the real 


ees 


‘economy. 


An alternative, and widely Blauded, justification for interest 
begins by proposing that the ‘Mmafginal utility’ of consumption fs 
declining, in other words that the next unit of consumption 1s of legs 
use value to a consumer than the previous one. If one assumes that 
real incomes grow over time, then future consumption should be 
greater than current consumption. And if it is true that marginal 
utility is declining, then an extra_unit of consumption in the future 
must be of lower utility than an extra unit of consumption in the 
present. Hence, interest arises as a result of the comparison 


between present and future utilities. 


Ee 


An immediate response to the marginal utility argument is that 
increase_in future periods and therefore that 


an 


marginal utility will not necessarily be lower in future periods. 


SET ee. 
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time when their quality meets some particular requirement. ‘But 
exercising this advantage early denies it in future periods. The liquidity 


premium element in rates of return does not represent the betterness of 


earliness. 


Irrespective of the level of interest rates, or the justification for their 
existence, there remain distinctions between the conventions of the 
money lender and the reality of the activity that he seeks to finance. 
For instance, revenues realised on a project financed with borrowed 
money will usually vary in both amount and timing during the life 
of the loan. But if profits are not received on a regular and 
predictable basis, how can the borrower have the opportunity to 
reinvest those profits in the regular manner assumed by the 
compounding process? Even if clockwork reliability to cash-flows 
is attainable, in assuming reinvestment of profits at a fixed rate of 
return, the financial mathematics assumes that there is no such 
thing as diminishing marginal returns on capital employed. 
Compound fixed interest simplifies real world processes by 
assuming that, throughout the life of a loan, the rate of return on 
those real world processes remains unchanged. 


Whilst flows of cash can be reinvested, a flow of utility, the 


enjoyment of a hot shower for example, cannot be. If at any stage 
one wishes to enjoy part or all of the output of a productive 
process, that output must be enjoyed as a flow. Compound interest 
assumes the full reinvestment of yields and inevitably implies that, 
on the physical level, consumption of those yields cannot occur. 
This, as Soddy put it, is a process that forever sees bulb issuing in 
bulb, never in flower. What precisely is the point of such a process 
from the human perspective? 


It was suggested earlier that compounding of interest does not 
accommodate a physical world in which capacity constraints exist 
and that, in order to meet the high real rates of interest 
occasionally thrust upon it, enterprise tends to increase the rate of 
resource extraction by boosting the productivity of physical capital. 
It might be argued that, in the twentieth century, advances 


34 


in technology have presented this solution to developed societies bn 


a plate, but technological advance may only delay the day of 


reckoning with mathematical inevitability. However long this de ay 
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proves to be, and it may be a very long delay indeed, our earller 
argument foretells the dire consequences that productivity increages 
can have upon the entropic Earth-bound system. Polluted rivers 
festering rubbish tips and resource-depleted seas may be just Ihe 


first instalment of the price that is paid for entering into a race with 
compound interest. 


The conventional theorists have argued on many occasions tHat 
society’s ability to widen the selection and quality of. available 
goods for consumption deféats all attempts at reductio ad absurdum 
examples with loaves of bread. Bread is not the only item that man 
can consume and it is not the only item that he can produce. We 
may be unable to produce 7 x 10” loaves of bread with which |to 
repay a loan in the year 1995, but we can produce cars, hi-fi’s ahd 
spacecraft. How many loaves of bread equal just one of these 
products of new technology? Infinite amounts, if one happens to be 
living in the year 22 AD. 


Unfortunately, such an argument, being one that highlights ‘product 
substitution’ over time, does not address the central issue in the 
loaves of bread example. For ‘loaves of bread’ read 
‘physical resource’. It really does not matter whether we are 
addressing loaves of bread or spacecraft. The point is that, by 
determining production in the physical world according to the 
mathematics of interest, progressively greater increases in entro Dy 


la ee Pee De ER, 


Over time are encouraged. Yes, one might equate the energy 


consumed in manufacturing one spacecraft to the energy consumed 
In producing a given number of loaves of bread, but we are not 


concerned with the use to which energy is put here. The fact is that 


as energy consumption increases, Earth-borne entropy also tends to 
Increase, 


35 


Lt 


UOISSNISIP SUIMOT[OT oY} 0} 2oURIOdUIT [eIA Jo oq TIM AauOUI 
yueqg, pue ,AOUOUT o}¥1s, UseMI0q UONOUNSIpP su. ‘pred sojuviens 
pue yooqg-onboys e YIM sn sapraoid yey) yueq [eIOIoUMUOS & ST 
II ISTITYM SojouyUeG oY} ssonpoid je} 37ej}S OY} St I yey} st AoUOUT Jo 


SULIOJ OMA} SAT]} UaeMJoq BdUaTATTpP auC ‘AUOUr Jo SULIOT a10JOI0y} 


av YJOq Puke ‘SadIAJas JO spood Jo YOM spunod dat] Joy pesueyoxa 
oq ued spunod oATj jo JUNOUIe 31M UT Ua}IM onboyo posjurIen3 
® pue ojou punod aay & yIOq ‘stseq si) UC “SadTAJas pue spoo8 10} 
asueyoxe ul pojdaooe ATIpeal SI YOM yey) se popreSar oq Al[e1oues 
UBS I “UONIUIJep o1ftoads Aue soiep Aououl YSnoyITy ‘moj ev oUIeU 
0} ‘pjos pue Joded payunid ‘Wes se yons sway fq poring uaeqg sey 
Aauour Jo uoTouNy ou} ‘soovyd SNOLIeA UT pue SOUT} SNOTLICA TY “WLIO} 
9UO ULY} SIOW oye} US ADUOUI Jey} PopuTWAI SI Jopval oy} ‘uUISaq OT 


S}]d1e00y 0} pjody wiols 


‘peshjeue Si JSa/ajul Je }I Pua; Due ABUOW 
einjoejnuew o} Ayoyjne ay) suuly ajeAud Bulmoyje jo 
saouenbasuod ay] ‘jonpoid sji se Aauow pue Aujsnpul 
ue se uees si Bburjueg ‘paquosep juawdojanap 
st jo Alojsiy ay}? pue pauiwexe si ‘Kauow 
ejealia syueq Agaiaym ‘Bulyueg aeAlasal jBUOIOes JO 
enbjuyoe} ey, “‘syueg /eIaJaWWOFAq peonpoid s} jeu) 
ASUOU! AY} S$! JBYJO BY} ‘SUIOD PUB SajOU JO UOJ BY] 
uj af@]S UJaPpOUT ay} Aq peonpoid ABUOW BY} S$! BUC 
payiuep! ase AQuow Jo Suuo, OM) ‘Ja}deyo siy} uj 


AANOW 40 NOILONGOYWd SHL 


-OML FALAVHO 


of 


‘FTOSH WaysAs [eroueuTy oy} Jo oimIonNs oy) uodn sagnoo] 
MOU UOISSNSTp oY, “AIATIOR OOUODa Jo aINyeU ay} UOdn gouD [yur 
opqns & joxe ues Alooy} SuIoURUT] UepoUr yey} udas Apeoye pary 
eM {iopus|-Aouour oy] Jo santanoe omy JO} 9}Se\SIp popurut-s]duns 
& WOlf esie UONBATOUI Tey} ssop 1Q jayesrado Kou} yor Ur 
P]IOM 04} Jo AlTeaI oy} puv soueUTy UsEMIEq JOTJUOD & Aq poreanour 
oT 00} Ady} Jey} 9q I pynod ‘op uayyo Key} se ‘siayueq Jo sopmme 
oy} jnoge urejduioo sysTye}UoWUOMAUA pue SIST[ELNSNPUL UdTLA\ 


(9861) 9S6I-LZ8I Appos youapary sueuyney “gD ut Ape“ 
‘JOUYWS JOU PjNOYs }qep Us} ‘}sel8jUl PUNOdWOD 

ye MOJH jouueo yyeem [jeoishud] 4) SME] JUdJEsI0 Aq pouleAocb 
6q JOUUBD painseew Buleq Ajl;ees au; pue sunseow jO syun eu} Ajeins 
UBU} “UJEEM jeolsAyd jo UOlINqIsID pue UOHONpoid eu) jo yoes Hoey 
pue JO} junoose 8M Yo!IyM Ag einseaw jo sjiun eu} ale AQuow pue jqep }j 
‘SJUSUIWODS “YOM $ APPOS JO MITADI JUATTIOXO UP ur ‘AyTeq UPULIOPY 


‘pyz0m yeorsAyd ay} ut sassadoid Jo aniIA Aq SATAINS 
9M BY} SASTI9q O} ONUTIUOD ]TeYS | ‘WWouINsIe pouosear Aq poyoalloo 
ssofun "pue joey SITY} Ssoippe jsnUI suoNUsAUOD [eIOURUT | Ino 


Jo Alooy} ay, ;Jojseur Tay) JOU ‘SasssaoId Dy [ear pue ANsnput 
JO JURAIAS OY} ST souvULy “ABojode ou oyeul [ sty) Joy pue “UOTJOaS 
Sty} Ul JUanboly usaq poopur sey pjiom yeorsAyd oy} yyM ASopwUY 
Uistuorjonpel yeorshyd uo ApiAvay 00} Ayal Aoy] yey) spunoss 
ey} UO 9q ATOM ISON [TIM II UO) “WIsTONLIO MPIP Ie} Os poXojdura 
SJUSUINSIe OY} JI ‘ouTUROUT oy} UT “}Wesoid 24] JO solosuarorap jay) 
JO uondr1osap Imo aja~dt09 01 psou IsTy TIM OM ‘ej OS poyedionue 
suo 94} UeYy} oIniny suyeadde sour ev Joy asinoo Sums] uy 


pre eee 


‘ta 


a 


The roots of modern banking in England can be traced back at least 
as far as the mid-seventeenth century, in particular to the activities 
of the goldsmith. The goldsmith would take deposits from 
customers in the form of precious metal coins, predominantly gold 
coins, since these constituted state money at that time. These early 
banks were little more thax safe-keeping ‘fouses that had secure 


vaults in which to keep their own valuables and, for a fee, the gold 


coins of depositors. Upon taking a deposit, the goldsnuth would 
issue a ‘bearer receipt’ to the depositor confirming the amount of 
the deposit. The depositor, or any individual bearing the receipt, 
could then present it to the goldsmith at a later date and claim back 
the sum deposited. 


As time passed, the goldsmiths realised that their customers 
preferred to leave most of their state money on deposit most of the 
time. State money in the bank was regarded as being safer from 
theft than state money under ones bed and, in aggregate, the small 
amount of state money that was withdrawn from a bank by 
customers on any one day was generally replenished by fresh 
deposits of state money from other customers on that same day. 


For their part, the goldsmiths’ customers soon found that the 
receipts issued to them would be accepted by merchants as payment 
for goods and services. The goldsmiths’ receipts had become bank 
money. Hence, instead of going to withdraw their gold coins from 
the goldsmith, depositors would simply pass over the required 
amount of bearer receipts to a merchant in payment. The merchant 
in turn would be able to claim back the underlying gold coins from 
the goldsmith but more usually would choose to use the receipt 
itself in payment for his own purchases. In this manner, receipts 
would stay in circulation for some time. 


It was not too great an inspiration for the goldsmiths to realise 
that if their receipts stayed in circulation for long periods of time 
then the gold in their vaults would remain largely idle. The most 
obvious use for these idle reserves of gold was to lend them to 
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those of good standing who wished to borrow. However, great ¢are 


would have to be taken by the goldsmiths not to lend too much of 
their gold coin reserves. Sufficient quantities would have td be 
maintained by them in order to meet even abnormally large requk 
for redemption of receipts. The proportion of coins thus ker ea 
reserve against receipts issued came to be known as the Se 
reserve ratio’, and because the net amount of receipts redeemed on 

any one day was usually small, only a small cash reserve ratio was 


required for a bank to operate safely under most circumstances. 

Of course, if it did happen that heaw Sree occurred nor 
notice, then the bank would have to close its doors. The er of 
confidence caused by the failure of one bank to meet its redemption 
obligations would naturally lead to a crisis of confidence in other 
banking institutions. In this manner there occurred numerous ‘bank 
runs’, in particular during the early nineteenth century. Otherwise 
confidence in receipts would continue so long as the public belie ed 
that the goldsmith would exchange them for gold whenever |the 
bearer requested him to do so. Aware that confidence was the key 


to their success, many goldsmiths devoted their efforts] to 


persuading the public that t institutions were 
prudent’ and ‘safe’. These soon became catchwords among |the 


banking profession. 


In time, the subject of how large or small a reserve was required 
for safe operation became one of fierce debate. Some argted 
in favour of a 100%-reserve on the basis that if bankers had 
issued £100 of receipts promising redemption on demand, then they 
should keep £100 of gold in the vault to honour this promise shauld 
they be required to. Others foresaw the hugely lucrative 
possibilities of holding a lower reserve ratio, perhaps as little as 


20% or 30% as a proportion of receipts issued. They cited |the 
tendency of most depositors to leave most of their gold with |the 


bankers most of the time as a justification of the safety of their 
approach. | 
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banker’s loan in the event of failure of the borrowetr’s business: In 
this case, the banker would be able to seize and sell the collateral in 
order to reclaim full or part repayment of the loan amount. 


These criteria for extending loans naturally biased the lending of 
manufactured money towards the rich. After all, the rich were the 
ones with the most wealth to_offer_as_collateral. Those without 
collateral, the poor, though possessing potentially profitable 


business_ideas_mightnot.so.easily attract the required funding. 
Thus it was that the government itself, having the right to raise tax 
and therefore being the most secure of all borrowers, would become 


the prime focus for the lending activities of the bankers. 


In 1694, King William II] of England was persuaded to invite loan 
offers from private individuals as a means of providing funds with 
which to wage war against France. Interest at 8% would be paid o on 
the borrowings, financed through a variety of taxes, predominantly 
upon beer and ale. Repayment of the principal amount would also 
be made from the revenues thereby generated. On condition of 
£1,200,000. being advanced within a certain period of time, the 
individuals lending these funds would be granted the right, by Act 
of Parliament, to establish a company called The Governor and the 
Company of the Bank of England. The new Bank would be allowed 

0 take deposits of coinage in return for the issue of bearer receipts. 

The receipts, known first as promissory notes and later as 
danknotes, would promise to pay on demand to the bearer the 
amount of state money specified on the face of the note. 


In evidence of amounts lent to the government by the Bank, the 
former would issue the latter with government bonds, these known 
at the time as ‘stocks’ or ‘funds’. (In this context, a bond is simply 
a tradable document that displays the terms of a loan between 
the borrower of money, the issuer of the bond, and the one who has 
purchased that bond, the bondholder). Usually the Bank would sell 
these bonds on to smaller investors, more or less immediately, at a 
profit margin. By avoiding ownership of the bonds for anything 
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but a short period of time, the Bank would minimise the risk of 


incurring a loss should the market price 
unexpectedly fall. P of those bonds 


sia nai nace aes came to fund part of its expenditure 
y trom the Bank of England. Fortunately, the 
Bank was in a position to aid the government in its times of need. It 
was privileged by an Act of Parliament with the right to 
manufacture promissory notes which were increasingly being jused 
as money. The Bank was therefore able to meet the government’s 


sett requirement by printing more promussory notes. Thus 
of ii ae bonds and other borrowings, | the ‘national d bebt 
as it became known, grew from £16,394,702 in 170I1j, to 
£52,092,235 in 1727 and £257,213,043 in 1784. By 1810, it had 
reached £811,898,082. The state’s outstanding debts were 


beginning to spiral out of control. 


Of course, the Bank could not simply print promissory notes 
without maintaining a sufficient level of gold coin reserves. Over 
time, it therefore issued_smaller denominations of promissory] note 
with which it could attract gold coin deposits from among_the less 
wealthymerchants. Though no notes under £20 were issued funtil 
1755, the outbreak of the Seven Years War in 1756 gave rise to a 
substantial borrowing requirement on the part of state. The Bank of 
England now issued_notes in the denomination of £10. By the] time 
France had declared war upon England in 1793, notes in 
denominations as small as £5 were being issued in ever more 
desperate attempts to cull gold from depositors. In this manner the 
Bank maintained what it saw as a prudent reserve ratio whilst the 
lending of paper money to both the state and private borrgwers 


expanded. 


The insufficiency of reserves to meet large scale simultaneous 
demands for redemption of its promissory notes was} one 
consequence of the Bank of England’s money manufacturing 
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render the legislation ineffective. At the’ time of Peel’s Act, the 
country banks had not adopted cheques as a means of clearing 
payments to any great extent. However, they moved quickly to do 
so as their right to print notes was removed. Once more, public 
confidence was essential to the successful operation of the new 
system. Where once the public felt sure of its ability to convert 
receipts_into gold, it had now to be persuaded that the figures 
printed on account statements could be withdrawn.as.state money if 


required. 


Let us examine the cheque and account system as if there were but 
a single bank operating in the economy. Imagine that this 
monopolistic bank has several customers of which A and B are 
two. Both A and B start with a zero balance on their current 
accounts. Customer A now gives customer B a cheque for £100 in 
payment for goods, and customer B deposits this cheque with the 
bank. The banker credits account B with £100 and debits account 
A with the same amount. B is now in credit and A in overdraft to 
the amount of £100 and the goods have been paid for. The amount 
of new bank money in-existence is the £100 that forms the total of 
customer B’s account. 


Two simple conclusions can now be drawn. Firstly, that one-greup 
of bank customers must always _bein_debt to an amount that equals 
the existing supply of bank money. Secondly, that if A now.repays 
his-overdraft by depositing a cheque of £100 drawn on Customer 


B, then the bank-meney transferred from B to A _simply vanishes. 
contrast to state money. Metal 


coins and paper notes are never destroyed in the act of répaying a 
loan. 


Confusion on the above matters can arise because the banking 
system is seen merely _as_an_intermediary between depositors of 


money and borrowers of money, profiting only from the margin 
(or ‘interest spread’) between interest rates paid to savers and 


interest rates charged to borrowers. But if the entire banking 
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system is viewed as one very large bank, then it has the potenttal to 


act not only as an intermediary between saver and borrowe1. but 


sc | hor o--singl t 
commercial banks in this analysis since deposit-taking institutions 
in general, building societies for instance, play their own part in the 


money creation process. Though the issues raised in the follgwing 
discussions relate to deposit-taking institutions in general, wd will 
continue to focus on the commercial banking system only. 


The following analysis is similar to that given by most standard 


economic texts on the subject of the “deposit multiplier’. Imagine an 
economy in which there are three Banks, A, B and C. Each 
operates a 20% reserve ratio. Initially there are £100 of modern 
state money (notes and coins) in circulation. Initially, none of this 
state money is deposited with the commercial banks. Now, if the 
holder(s) of the state money, deposit all the notes and coins} with 
Bank A, that bank’s balance sheet will read : 


ASSETS 

cash £100 
LIABILITIES 

deposits £100 


To meet its reserve requirement, Bank A decides to keep £20 of the 
deposited sum and lend the remaining £80. Having done so, 
Bank A’s balance sheet appears thus : 


ASSETS 

cash £20 
loan £80 
LIABILITIES 

deposits » £100 
47 
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to at least one day’s notice. This requirement provides the bank 


with sufficient time to acquire the necessary_reserves, if not from 
their own branches then from other sources as described below. 


Instead of withdrawing state money from a bank in order to buy 
goods or services, customers may prefer to pay by cheque or debit 


card, for example. Where payment is effected in this manner, and 
where it takes place between two customers of the same bank, that 


~~ ee 


bank merely alters the balances on the two customers’ accounts as 


tReet el et a a | 
Se ame tw oe 


described in our earlier example. Otherwise, where payment 1s 
made to a customer banking with a different bank, then the paying 


a ee es 


For the purpose of making transfers of state money reserves to 
other banks, each commercial bank holds an account with the 
central _ bank. The balances in these accounts are termed 
‘operational deposits’ (and are distinct from ‘non-operational 
deposits’ which cannot_be withdrawn and which are called for by 
the central bank from time to time in order to effect monetary 
policy of one description or other). State money. held in operational 
accounts can be transferred to the central bank accounts of other 
commercial banks. This is the normal method for settling the net 


amount of cheque payments between banks due_on any one 


business day, a process for which a central ‘clearing house is 


responsible. The balance on an operational account can also be 
withdrawn by a bank in the form of state money, for which purpose 
the central bank operates regional storage centres where state 
money is held and disbursed as required. 


Since payments made between commercial banks tend to cancel 
one another, in the same manner that gold coin withdrawals and 
deposits cancelled one another in our example of the early 
goldsmith, commercial banks only need to maintain a small balance 
on their operational account at the central bank. However, in the 


event that a bank has insufficient reseryes of state money in 
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its operational account to meet payments due, it will be necessary 
fo source extra reserves or arrange to go into overdraft.| The 
sourcing of reserves may be carried out in several ways. | 
ae ; ea eA LL 
Reserves may be obtained by borrowin 2 aera O - 
wholesale interbank money market (sometimes known as| the 
‘parallel market’ since it operates alongside the ‘discount market’ 


to be described shortly). A bank with surplus reserves may in this 
way lend its surplus to obtain interest on otherwise idle funds and 


the borrowing bank may simultaneously alleviate its reserve 


shortage. Such markets are a feature of every developed economy. 


As a second option, commercial banks in the UK may obtain new 
amounts of state money by approaching the discount market. In 
order to understand this process, a brief digression is in order. 


“y, 
The dgiéant market is separate to the wholesale interbank money 
market and the institutions at its centre are termed ‘dis¢ount 
houses’. The term ‘discount’ arises from the principal activity of 
institutions which dend _monéy by buying short term_bills [at a_ 


me ns aa 


discount to face value. For example, a three month government bill 
is‘a document in which the government promises to pay, to the 
holder of the document, three months after the issue date, the face 
value written on the bill. A buyer may pay 95% of that face value 
to own this .three month bill on the day of issue and will therefore 
have discounted the bill by 5% (or, more precisely, discounted it at 
an annualised rate of 20%). 


Financial market operators closely monitor the level of the 
discount, the so-called ‘discount rate’ (which should nat be 
confused with the discount rate that was discussed in Chapter One), 
because it may act as a signal of trends in the level of short |term 
interest rates throughout the economy. It should be noted that a 
discount rate is not the same as an interest rate. If one pays £96 for 
a bill that repays £100 in three months time, the amount of the 
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money is a face value that is exchanged for goods and services, 
whether that value be by fiat.or otherwise. 


In many ways, modern fiat money bears a similarity to an ‘JOU’. 
An IOU could stand in evidence of a debt owed by a buyer to a 
seller, amounting to the value of the goods or services acquired by 
that buyer. Where the seller has faith that the LOU will be honoured 
by the buyer when the time comes for repayment, the seller will 
accept the IOU and complete the transaction. The issuer of this 


IOU acquires goods and services of a value that exceeds the cost of 
production of that IOU. In a primitive economy where IOU’s were 
the only medium of exchange, the total value of IOU’s outstanding 
would represent the aggregate amount of credit extended by the 
sellers to the buyers. This is the amount of wealth that Soddy refers 
to as society’s ‘virtual wealth’ and it equals the wealth that some 
members of the community have given up in favour_of promises by 
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other members to repay at a later date. In a modern day 
goods-for-cash transaction, the seller receives a similar piece of 
paper of little or no intrinsic value. The only real distinction to be 
made is that these pieces of paper are printed under the authority of 
a central bank and are generally accepted in exchange for goods 
and services, whilst an IOU drawn up by a private individual 1s not. 


Nowhere in the issue of either an JOU or state money need an 


that money should not be invested in the hope of some kind of 
return. It simply means that there should not be a cost, a rent or 


a oo, 
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supply. This does not mean 


any other charge extracted by the isswer of money for the 
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subsequent usage of that money. 


In 1927, Frank Knight wrote that, 


In the abstract it is absurd and monstrous for society to pay the 
commercial banking system interest for multiplying severalfold the 
quantity of the medium of exchange when’a) a public agency could do it 
all at negligible cost, b) there is no sense in having it done at all, since 


the effect is merely to raise the price level, and c) important evilg result, 
notably the frightful instability of the whole economic system. 


Knight was commenting on the work of Soddy, whose criticisms of 
the commercial banking system in ‘Wealth, Virtual Wealth and 
Debt’ (1926) predate similar ideas proposed by Irving Fisher in 
1935 and Henry Simons in 1948. All have argued in their time for 


an end to interest-bearing money with the necessary implemdntation 
of a 100% reserve banking system. 


ee ee ee 
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Among numerous contributions on the subject, Thomas Jefferson 
wrote in 1813: 


The unlimited emission of bank paper has -banished all] specie — 
[in England], and is now, by a depreciation acknowledged by ther own 
statesmen, carrying her rapidly to bankruptcy, as it did France, as it did 
us .... Private fortunes, in the present state of our circulation, are at the 


mercy of those self-created money lenders, and are prostrateq by the 
floods of nominal money with which their avarice deluges us.’ 


Almost two centuries after Jefferson’s comments, one might have 
thought that society would no longer allow itself to be |‘at the 
mercy’ of greedy money manufacturers. But in fact, the scale of 
money manufacture has increased dramatically as goveynments 
throughout the world have embraced fractional reserve banking 
wholeheartedly. | 


We have seen that central banks from time to time buy jor sell 
financial instruments on the open market. These so-called ‘open 
market operations’ are often undertaken not because the state 
wishes to repay debt or borrow money, but instead becauge there 
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usually acquiesced by expanding the reserves of state money 
available to the banking system. Here, in brief, we see the principal 
cause of endemic inflation in the developed world. 


But at what rate does money supply actually expand in the real 
world? Some statistics would be instructive but first we must 
recognise that just as different types of money exist, state money 
and bank money for example, so too do different measures Ot 
money supply. Since each different measure includes different kinds 
of bank account or financial instrument, economists often disagree 
upon the correct choice of measure to follow in monitoring the 
course of monetary policy. For example, Mo describes the amount 
of notes and coins in circulation outside the central bank plus the 
operational deposits of the commercial banks at the central bank. It 
is a ‘narrow’ measure of money supply. M; meanwhile is a ‘wider’ 
measure of money supply and equals Mb plus the net amount of 
current account deposits in the banking system. M; adds to M; the 
amount of various time deposits whilst M, includes deposits at 
building societies, certain money market instruments and other 
items, giving a very wide measure of money supply in the UK. 


The important point about these various measures of money 
supply, for the purpose of our discussion, is that they allow us to 
see how much money the state has created and by how much this 
amount has been inflated by the activities of the commercial banks 
and other deposit-taking institutions. 


Between June 1982 and June 1992 in the UK, Mo grew from 
£11,994 million to £18,934 million. In other words the state created 
an extra £6,940 million of notes and coins during this period. 
Governments are often berated for this reckless printing of money. 
However the following statistics show quite clearly where most of 
the ‘printing’ is done. In the same period, 1982 to 1992, M, 
grew by £183,077 million, from £98,490 million to £281,567 
million. This is the scale of money manufacture in a modern 
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economy. It may be convenient for some to refer to the gtate as 
being in control of the money printing presses, which indedd it is. 
However, private firms manufacture by far the eater. proportion 


(Pie ae Dh Ak TIS a 


of the money that is used by firms and individuals in their daily 
transactions. 


It may be asked why the level of money supply, and variation in it, 
matters in the first instance. Although economists generally agree 


that changes in the amount of money supply do have some kind of 


an effect upon an economy, the relationship that exists Hetween 
money, output and prices, is nevertheless one of fierce debate. In 
this regard, the difference in approach between adherents of 
Keynesian and Monetarist thought is one that is quoted frequently. 
The main argument is between those economists who fdel that 
changes in money_supply will lead to changes in the level of prices 
in the long run with no effeet upon real variables such as ou put, in 
other words that money is ‘neutral’, and those who feel that 
changes in money supply can influence real variables in the long 
run. The question is simply whether the manufacture and spending 
of an extra amount of money brings into existence an extralunit of 
production or simply an increase_in price of existing units. It is 


———e 


probably the case that the truth liés somewhere between these two 
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viewpoints, though where exactly is dependent upon the initial 
condition of the economic system. 


The ‘neo-classical’ contention holds that money supply is 4 major 


_ determinant of the general price level in an economy. Few would 


doubt that it is an increase in money supply that has contributed to 
a massive inflation over recent years in Russia. Falling prices have, 
conversely, been related to a contraction of United States|money * 


supply during the Great Depression of the 1930’s. The simplest 
mathematical description of the proposed relationship between 


money supply and price appears in Fisher’s Quantity Theory of 
Money (1911). 
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regulated so as to have few ill effects upon economic conditions. 
The reality is sadly different. Over the years, many of the devices 
employed to achieve regulation have been abandoned by the 


authorities in charge of monetary policy. The ‘corset’ (applied to 
limit the growth of bank deposits), ‘directives’ (issued by the 


central bank to influence commercial bank lending policy) and 
special deposit schemes are just some of the devices that have at 
one time or other been in vogue and subsequently slipped out of 
vogue when found wanting. 


In the UK during 1981, the previously existing reserve ratio of 
12.5% for banks was phased out in favour of a much less_stringent 
regime. The new monetary arrangements came into effect on 
20 August of that year with little public fanfare for such a 
far-reaching development. As a result of the change in policy, 
commercial banks were to hold an amount equal to only 0.5% of 
their ‘eligible liabilities’ in reserve in the form of non-operational 
deposits at the central bank. A bank’s eligible liabilities are broadly 
speaking the total amount of Sterling deposits that it has 
outstanding under categories specified by the Bank of England. In 
addition, an average of 6% of eligible liabilities were required to be 
held in the form of liquid deposits, mainly with the discount market: 


A key statement with regard to the role of the banking system in 
expanding money supply appears in the Bank of England 


Quarterly Bulletin for September 1981 : 

The abolition of the reserve asset ratio will provide the banking system 
with somewhat more flexibility to draw on liquidity (subject to the needs 
of prudent banking) to meet temporary drains. But in the longer term an 
improvement in the liquidity of the banking system would be consistent 
with the achievement of the monetary target only if the growth of the 


banking system’s lendin te and overseas sectors is 
restrained. 


‘Restrained’ how? Not by self discipline it would seem. Wynne 
Godley, in his 1993 economic forecast for the UK, comments on 
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the aftermath of the Bank of England’s relaxation of controls: 


... previous recoveries were initiated by the removal of credit controls 


MO 


which caused a spurt.in_lending for expenditure on. durables and 
housing. This cannot happen now because there are no credit controls to 
remove, and because the balance sheets of banks and other |lending 
institutions have been severely weakened by bad debts incurred during 


the Lawson boom. 


Without formal controls, many authorities in the deweloped 


economies are now content to rely uper-a-smmple-weapon to |combat 
bank creation of money. That weapon is interest rate policy.] Higher 


nae ar rewte: 


interest rates, reason some economists, reduce the amount that 
consumers are willing to borrow, thereby lowering demand _ for 


earns ae Meters 


goods and services and ultimately reducing the upward pre Jsure on 
prices. In this manner, the man in the street has been edudated to 
believe that in order to control inflation, interest_rates must rise. 
But the man in the street has been misled. iT bal fd | 


Deposit-taking institutions are often said to make a profit by paying 
lower interest rates on the money that they borrow than is charged 
on the money that they lend, in other words by charging a |spread’ 
on the money that passes through their hands. As we have s¢en, this 
argument camouflages the raison _d’étre of commercial banking, 
which is to manufacture money and lend it at interest. There are 
then two methods of increasing profit in this business: one ig to.lend 
more money in total; the other is to_increase the SIZe of the spread. 
The actual level of interest rates may at times be immaterial in 
influencing either of these two methods. Expansion of bank money 
supply may continue even when interest rates are high. 


If people want to borrow money in order to buy a consumer itis ear 
they are often quite unconcerned whether the interest rate |charged 


on the money that they borrow is a few percent higher or lower. For 
many individuals there is an overwhelming desire to enjoy _thetem: 
and worry about loan repayments later. It is not obvidus that 
higher_interest rates stop individuals borrowing money, except 
where those rates become truly penal. But attempts to halt a 
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massage downwards the inflation figures on the part of this 
Chancellor was undeniable since he himself regarded inflation as 
the ‘judge and jury’ of his economic policy. Lawson’s proposals 
have now been adopted in the United Kingdom in the form of an 
additional set of monthly inflation statistics, and the old set of 
measures have for the time being been retained. Nevertheless, the 
UK consumer is still presented with a variety of inflation statistics 
that do not reflect changes in residential property prices. 


The collateralised approach to bank lending found rich pickings in 
the UK property boom during the 1980’s. Homeowners in 
particular were encouraged to ‘unlock the equity’ in their homes by 
taking out personal loans secured on their property. One could not 
ask for a clearer example of the vicious circle with which creation 
of money stimulates asset prices and thereby encourages further 
creation of money. The essential problem for the government of the 
tume was that the new money thereby ‘unlocked’ Was often used by 
borrowers to finance consumption of consumer goods. Of course 

the prices of consumer goods are accounted for in headline inflation 
and cannot be excused away as easily as mortgage interest costs. 
As a result of the new consumer demand, not only consumer prices 
but imports too began to rise substantially. 


By the Summer of 1988, a dose of the interest rate medicine 
became unavoidable. Pleading against this course of action, George 
Hodgson, Chief Economist at Citicorp Scrimgeour Vickers, wrote 


in The Times on 11 July 1988 : | 
Indeed one of the long term solutions to the trade account problem must 


be to improve the supply side of the economy. Such an improvement 


could well be on the way with signs of a major surge in companies: 
capital expenditure. If there is one sure way of jeopardising this, it is to 
raise interest rates aggressively this Summer. 


Hodgson’s view went unheeded amidst the clamour to restrain 
money supply growth by raising interest rates. By the end of 1988 
base lending rates were 4.5% higher than a year earlier. The 
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monetarists argued that more ‘expensive’ money would [restrain 


money supply growth, and hence inflation, but M, rudely expanded 
by almost 19% in the twelve months to January 1990, The 


monetarists argued that higher interest rates would st engthen 
Sterling, making import prices lower and hence restraining inflation 
still further, but the currency dropped in value on the foreign 
exchanges by almost 10% (on a trade weighted basis} in the 
eighteen months to April 1990. As for headline inflation itself, it 
increased from 4.6% in June 1988 to 10.9% in September 1990. 


The monetarists would argue that their policy prescriptions take 


a artery, 


s 


time to have any effect. This is undoubtedly so and, undoubtedly 


fetter Ry 


too, severe recessions do restrain inflation temporarily. However, I 
shall argue shortly that the interest rate medicine would be quite 
unnecessary were the defects in our monetary structure to be 
rectified. Even where the structure remains as it is, the chain of 
causation specified by the monetarists in reducing inflation] is wide 
open to debate. The Bank of England’s own analysis confirms at 


least one of our earlier propositions. Brian Reading, in the] Sunday 
Times of 27 May 1990, writes of the Bank of England’s own 
analysis: 
Indeed, the Bank’s calculations show that, unless Sterling meanwhile 
rises, a one point rise in interest rates leaves the retail price index 0.2% 
higher two years later and unchanged after three years. ..| Higher 
interest rates increase inflation in the long run through the damage they 


ne eames 
eee ee adel 


do to the supply side of the economy, without unambiguously feducing 
inflation in the short term. 


In the same article, Reading argues that higher interest rates 
increase the attraction of a currency for foreign investors, |causing 
inflows of ‘hot money’. If higher interest rates are to reduce money 
supply growth, it is the borrower who must restrain his borrowing: 


It is only when interest rates rise so high that we can’t afford td borrow 
any more that credit 
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demanded_by economic activity. Fisher's measure of changes in 
economic activity was simply based on the change in an index of 
general price levels in the economy over any one period. Depending 
upon such changes, a currency commission would be empowered to 
issue or retire necessary amounts of state money. Where economic 
activity increased, due perhaps to population growth or 
technological innovation, Fisher believed that existing-amounts of 
money supply would be insufficient to enable the required number 
of transactions to be completed and that the general price index 
would therefore tend to fall. The currency commission might then 
sanction an issue of new money. A contraction of money supply 
would be indicated under opposite circumstances but, in both cases, 
the general price level would be used as the yardstick by which the 
need for money supply alteration was measured. 


In the banking structure that emerges from Fisher's discussion, 
there would be two basic forms of bank account. One 
account would take the form of a non-interest-bearing current 
account against which a commercial bank would hold 100% 
reserves. These funds would be available for immediate 
withdrawal. This type of account would exist on the premise that if 
«funds are available for immediate withdrawal, they cannot 
simultaneously be invested in a business, government or personal 
loan. If current account funds cannot be used for such purposes, 
they most certainly cannot be earning interest. A bank would 
naturally charge the depositor a fee for the various services 
provided in relation to the account. The second type of account 
would take the form of an investment account. Money deposited in 
an investment account would be unavailable for withdrawal by the 
depositor until the end of an agreed term. This term would be 
the period for which the money was loaned by the 
bank as an intermediary. Since the money was 
loaned, a return of some kind would be due to the 
depositor. Again, the bank may itself take a commission or fee 
based on its costs in intermediating the savings and loan 
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transaction, and could compete with other banks on prig¢e and 
Service. 


Having established these two basic types of account we may now 
examine what precisely would constitute money in this tanking 
system. Since the investment accounts would not be subject to 
immediate withdrawal by the depositors, their money would not be 
available to support their own purchasing activities. As far as the 
holders of such accounts would be concerned, their money would 
be loaned to borrowers and it would be those borrowers for whom 
that money provided purchasing power. Therefore to |include 
investment accounts in a measure of money supply would seem 


included as a measure of money supply. Since 100% feserves 
would be held against the current accounts, there would be no 
possibility for the banking system to create new_amoun 


money. 


Under present arrangements, it is clear that the above distinction 
between currently available deposits and locked in ‘term’ deposits 
is highly blurred. This is one reason for the conventional debate as 
to what actually constitutes money supply. Under the p evailing 
monetary system it becomes possible to include a single customer’ s 
term deposit of state money, as well as subsequent | deposits 
generated from that first deposit, whether they be current jor term, 
in the wider measures of money supply. In contrast, where state 
money on its own forms the money supply, multiple counting would 


be impossible. Fisher writes in 00% Money that : 
_.. in the end, the only marked difference between the deposits tinder the 
new and old system would be that the bank loans (and inv stments) 
would tend to correspond with time deposits instead of with |checking 
deposits, as now. This might seem, from 4 bookkeeper’s point f view, a 
very slight difference. But the difference would be fundamental, because 
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Fisher’s proposals might face fierce criticism from the economists 
of the banking lobby who like to criticise governments for inflating 
the money supply. But the proposals are sound. No bank depositor 
would lose any part of any deposit that he held before the 
restructuring process began. Holders of government debt would 
receive the fair market price for their holdings. Most importantly, 
there would be no inflationary implications to this endeavour, since 
the newly created state money would simply replace amounts of 
bank money that already existed before the restructuring. There 


would be no expansion in money supply as a result, only a change 


in its composition. 
| 


In/Fisher’s monetisation we find a solution that unwinds the errors 
of the past, with beneficial consequences for the future performance 
of the economy. Jefferson, Franklin, Cobbett, Knight, Soddy, 
Tobin, Simons, Hayek and a host of other notable economists have 
all argued in this same direction. Can all of them be so wrong? 
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CHAPTER THREE 


THE CURRENCY GAME 


A review of the modern foreign currency market is 
given, focusing upon the means whereby central 
banks seek to control it. The impact upon economic 
activity of these various attempts at control is 
described, with reference to the international \gold 
standard era and the Bretton Woods agreernjent. 
Precious metals are proposed_as being a better 
foundation than state and bank money for a monetary 
system. Conventional bankers and economists often 
blame the gold standard for economic failures of the 
past. In_fact,these-failures resulted from_the_prattice. 
of fractional reserve bankin 


A True Gold Standard 


The arguments thus far have suggested that the sole authority to 
manufacture money should be that of the state. From hereon we 
must ask whether there is any way of ensuring that the |state does 
not_abuse this authority. A monetary system in which the state has 
full control of money supply may not_be sufficient to| guarantee 
y. We must identify a way in which the state can 
from manipulating money supply for its own political 
or economic gain. 


In the aftermath of Sterling’s exit from the European] Exchange 


Rate Mechanism in September 1992 it was often said|that these 
problems occur because of poor government, not because of 
greedy speculators. It was argued that if only the government 


would engage the correcteconomi¢_policy, none of this would 
happen at all. The simplest antidote, as former prime minister 
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a mechanism that has nothing to do with interest on receipts, bank 
credit creation or the printing press. It is a mechanism that tends 


towards economic justice and it is backed by the force of the free 
market. 


Some or all of the amounts of newly produced gold will eventually 
be offered for conversion to paper currency at the government 
office of the country whose prices are the most competitive. Thus 
the producer_of goJd will access the maximum purchasing power 
for the gold that he produces. The tendency will be that the country 
with the lowest prices, most desirable produce, or most exciting 
investment opportunities, will attract the.most gold for conversion 
into paper money at its government’s currency office. The resulting 
expansion of money supply will tend to counter any international 
imbalances in purchasing power and thereby act as a form of 
automatic stabiliser with regard to employment and trade flows. 


Where new supplies of gold are not forthcoming, economic activity 
might continue to expand, this time accompanied by a eneral trend 
toward lower prices. Though economists nowadays smurk at the 
possibility of falling prices and economic growth appearing 
together (they propose a ‘lack of downward flexibility in wages’ as 
one explanation), there is ample evidence of just such an event in 
our own economic history. A study of England during the period 
1821 to 1914, the gold standard era, informs us that growth and 
falling prices were indeed juxtaposed. The Bank of England’s index 
of retail prices falls from approximately 300 to approximately 200 
in this time frame (1694 = 100). 


The critics of a gold standard structure often propose that it may 
lead to a prolonged recession in one country or groups of 
countries. Suppose, for €xample, that Country A experiences a 
trade deficit and therefore that increasing numbers of foreign 
companies become holders of Currency A. Of course, these foreign 
holders of Currency A might later decide to undertake 
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investment into, or purchase goods and services from, Country A. 


Currency A would thus be returned into circulation in Country A 
and no monetary contraction would occur there. Otherwise, foreign 


holders may decide either to maintain their reserves of Currency A 
outside Country A or to present them to Country A for redemption 
in gold, in which case a monetary contraction would ensu¢. 


It is upon the premise that monetary contraction causes_a fall in 
output that critics of a gold standard often base their views (I have 
touched upon the neutrality of money earlier). A fall in the output 
of an economy implies unemployment and recession, they argue. 
But, as highlighted some moments ago, other economists propose 
that if prices in Country A fall then foreign customers and 
producers of gold will find the prices of goods and services in 
Country A relatively more attractive. With the subsequent increase 
in demand for its produce, arrives the stimulus for a recovery of 
output in Country A. 


Whichever of the two above views is nearest to the truth} it 1s clear 
that countries must produce goods and services of sufficiently high 
quality in order to attract those foreign customers or producers of 
gold. Low prices on their own are of little attraction if the product 
is of poor quality. Foreign currency or gold will only be offered in 
exchange for Currency A if Country A offers something worth 
buying or investing into. In the event of a long recession, what 
guarantee is there that Country A will be able to joffer such 
opportunities to foreign purchasers and investors? 

A frank response is warranted here. If one nation cannot win the 
competitive struggle with others, how then can it expect to enjoy 
continuing prosperity? Tampering with the monetary system will 
not fend off the results of economic failure. It may jeven make 
them worse by temporarily avoiding the collective hardships 
that spur a harder national effort. In any event, monetary acrobatics 
will not necessarily result in the production of goods that 
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sounds so persuasive, and so simple, that one wonders what 
powerful arguments must be delaying its implementation. We must 
now examine the operation and abandonment of previous gold 
standards in order to see what these arguments might be. 


History of the UK Gold Standard 


Bimetallism is the name given to a monetary standard in which 
usually both gold and silver act as the currency of state in a legally 
defined ratio. Silver coinage of a given weight will be decreed to 
have the same value as gold coinage of a different weight. Such a 
standard is said to operate so as to enable sufficient amounts of 
coinage to circulate in convenient form throughout an economy. 
Small value (i.e. low denomination) coins made of gold might be 
impractical due to their small size and the effect of erosion, whilst 
silver coins of the same denomination would be far larger and 
therefore superior in fulfilling their function as legal tender. The 
system also alleviates any problems that may initially arise from an 
insufficient supply of gold reserves at the mint. | 


A problem arises however when economic agents regard the 
implied bimetallic ratio between silver and gold coins to be above 
or below the ratio of the fair market prices for those metals in 
bullion form. For instance, if the state decrees that a one ounce gold 
coin has the same value as fifteen one ounce silver coins, there then 
exists a bimetallic gold and silver standard at a ratio of one to 
fifteen. Gold coins would be fifteen times more valuable than silver, 
weight for weight. If now, due say to large discoveries of silver, the 
market value of silver bullion declines _so that an ounce of gold 
bullion is now worth sixteen ounces of silver bullion, entrepreneurs 
will engage in the following procedure. Fifteen silver coins will be 
exchanged for one gold coin, and that gold coin will then be 
melted into gold bullion. The one unit of gold bullion will then 
be exchanged for sixteen units of silver bullion. Sixteen 


units of silver bullion can then be presented at the 
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previously held only fifteen. The process will be repeated until gold 
coinage disappears from circulation to be melted in its entirety into 
bullion form. Where bimetallic ratios vary sufficiently from one 
state to another, such ‘arbitrage’ opportunities will inevitably result 
in the export of precious metal from one country to andther, as 


dictated by the arbitrage equation. 


It is for reasons such as these that in the formulation of |the gold 
standard that became fully operational in Britain in 182/1, silver 
coinage was decreed to be legal tender only in amounts of yp to £2. 
A subsidiary silver standard was therefore said to operate, since 
transactions of substantial size could only be undertaken in gold 
sovereigns or gold backed paper money. Silver was, in oth¢r words, 
subsidiary to the main monetary standard based on gold. 
between silver and g6ld on any scale could not now occur. 


The 1797 Suspension of Payments, under which the |Bank of 


England was no longer obliged to redeem its paper note issue with 
gold, had given the country an_inconvertible paper currency until 
the gold standard officially returned in 1821. The standard was 
achieved gradually under the terms of Lord Liverpool’s 816 Act, 
in which one sovereign was defined as one hundred an thirteen 
grains of fine gold. The sovereign was issued from 1817 ind came 
into circulation gradually. Bank notes remained inconver ible until 
‘April 1817 when the Bank of England offered to cash notes of 
under £5 for gold, as long as they were notes that had been issued 
before 1816. As there were only £1 million of such] notes in 
circulation, the demand for cashing was low. In October] 1817 the 
Bank offered the encashment of all pre-1817 notes. In 1821, all 
notes were made redeemable into gold and a full gold 
standard came into being. The circulation thereafter omprised 
convertible paper money, gold sovereigns and subsidiary silver 
coinage. 
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would operate. ‘Bad’ money would drive out ‘good’ money. Coins 
that had not been debased would vanish from circulation. The 
period of Tudor inflation that coincided with these events has been 


° aa aaa « 
written about extensively elsewhere. 


By its very nature, a debasement negates the previously existing 
precious metal standard in favour of a new one of lower content. 


Critics might use the history_of debasement in an attempt to 
propose that a gold standard cannot protect the holder of money 
from the activity of the state. Such an argument simply does not 
stand up to close inspection. Even if debasement is attempted, in a 
modern state with a circulating currency comprised only of gold, 
individuals could have their old coinage melted _into—bullion 
privately. A sale of this bullion on the free market would 
automatically achieve fair value in terms of the new coinage, no 
matter how debased. The bullion itself would be the ultimate 


guarantor of value to the holder against attempts at debasement. 


If a gold standard is to operate without a circulating currency 
exclusively comprising gold, then it is essential that the amount of 


paper currency in circulation must be fully backed by stocks of | 


gold. That much has already been made clear. But if excess state 
issuance of paper money is prohibited by the law of the gold 
standard, it seems reasonable that commercial banks should incur a 


ee ae AI TE 


similar prohibition where their own form of money supply is 
concerned. To enact a gold standard without-prohibiting fractional 
reserve banking is simply pointless, but this is in fact the very 


history that Chown describes when he writes: 

Issues of country bank notes rose from an average £4 million in 1821-3 
to £6 million in 1824 and £8 million in 1825, a major factor fuelling the 
boom. This enlarged circulation was in principle payable in gold ... the 
public had become accustomed to accept Bank of England notes in 
redemption of country bank notes ... The country banks actively 
discouraged the redemption of their notes for gold but a successful 
petition against a Bristol bank in June 1825 brought home to the public 
their right to demand redemption in gold. 
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The Bank Charter Act of 1844 began the process of withdrawing 


the right of private firms to issue their own paper money. Peel’s 
Act aimed to remedy the activity of those “self) created 
money-lenders” so criticised by Jefferson. However, we have also 
seen how it was that the banking community moved to exploit the 
loophole left by Peel’s Act after 1844, namely the posgibility of 
‘using the account _and cheque system in place of the |gold and 
receipts system that had previously dominated. Chown sulmmarises 
the mechanism whereby fractional reserve banking Jong ago 
compromised the objectives of the gold standard: 


The United Kingdom gold standard did not ensure short run stability nor 
did it prevent trade cycles and financial crises. These afose from 
fluctuations in size of the credit superstructure built on the gold| base... 


It was the financing of the 1914-18 war that first exposed the 
Achilles’ heel of the British gold standard. The exchange rate 
between Dollars and Sterling (hereafter denoted as $/£)|had been 
fixed at $/£ 4.86 (4.86 Dollars to one Pound Sterling) prior to the 
war. This exchange rate was determined by the gold standards of 
the two countries. Since one Pound was defined as 113 fine grains 
of gold and one Dollar as 23.22 grains, one pound had to be 
exchangeable into 4.86 Dollars (approximately 113 + 23,22). Any 
other exchange rate would have allowed arbitrage to occur. 


For several decades before the war, government expenditure in 
Britain had fluctuated between 10% and 20% of GDP. But during 
the war government expenditure rose to approximately 70% of 
GDP. The pressure to finance this spending through an expansion 
of government debt and state money proved irresistible to the 
authorities. Hence, whilst there was only £34 million| of paper 
money in 1914, by 1918 paper money supply totalled £299 million. 


At the same time, gold sovereigns progressively disappeared trom 
circulation over the period 1914 to 1918. Gold sovereigns in 
circulation totalled £166 million at the outbreak of war, but by the 
end of the war the amount was less than £84 million. 
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Despite Churchill’s efforts, confidence in Sterling began to wane in 
the light of economic reality. The moment of truth was near. 
Between 1929 and 1931, the wane became a collapse. Foreign 


events did not help the situation. The Creditanstalt bank of Austria 
collapsed in May 1931 and there followed_a_rush for liquidity 


among international investors. London, having established itself as 
a centre for ‘hot’ money, was the first target for withdrawals by 


foreign depositors, but the London banks themselves were in a 
liquidity crisis. Over the previous years they had lent heavily, 
especially to borrowers in Germany and Central Europe, but now 
found that their loans could not be repaid at the speed demanded by 
foreigners requesting withdrawal of their deposits. Here is a clear 
example of the problem that can arise where deposited funds are 
available for short notice withdrawal, yet are simultaneously loaned 
dong’. It was the Bank of England that now rushed to the rescue of 
the bankers, making its own gold and foreign currency reserves 


available for them to borrow. The requésts of foreign depositors to 


withdraw their funds were_thus-honoured and the City of London’s 


integrity.remained intact, 

The national government formed that year under MacDonald had 
attempted to restore confidence in British economic policy by 
balancing the budget, but the move was of temporary benefit only. 
In July 1931, the German—currency collapsed on the foreign 
exchanges and the speculators turned their attention to Sterling. A 
flood of Sterling deposits now began to arrive at the Bank of 
England for encashment in gold. The interest rate increase required 
to persuade foreigners—te—maintain—their holdings in the form of 
Sterling would have destroyed the fragile domestic economy 
and was thus deemed to be an unacceptable policy alternative. On 
19 September, the Bank of England ranout.of gold and foreign 
currency reserves as the flight from Sterling continued. On 
21 September, the gold spended. Sterling was now 


free to find a new exchange rate. It dropped quickly from $/£ 4.86 
to £/$ 3.80. | 
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Bretton Woods and After 


Earlier, I alluded to the idea that fractional reserve banking and 
national debt are two sides of the same coin. To repeat, since bank 
money supply is synonymous with money created through loans at 
interest, there must always exist an amount of debt that equals the 
amount of bank money supply. There is therefore a tendency for 
both debt and bank money supply to grow in relation td existing 
rates of interest. But what happens if society does not wish to see a 
continual expansion in_its debt? What if default becomes 


widespread? 
dur BM 


I have already argued that if private debt contracts, bank money 
supply also_contracts. Under these circumstances, governments 
almost always decide to counter the monetary contraction by 
expanding their own borrowings. This chain of causatior is rarely 


recognised by the commentators. The conventional argument 1s that foe 
= 


government borrowing rises in times of recession betause th 
demands upon the government’s purse exceed the receipts that are 
due to it. Obvious, and true. Social security paymen{s rise as 
unemployment rises, tax receipts from individuals fall] as fewer 
individuals go to work. But the more relevant truth |is that a 
frequent cause, under a fractional reserve banking system, 1s the. 
failure-of loans made at interest (bank assets) to rise in line with the 
demands_of the_interest_rate imposed upon bank deposits (bank 
liabilities). 


History has shown that a government can sacrifice the. gold 
standard for the sake of its spending programmes. Afraip to inflict 
upon the population the kind of tax levels that are necessary to 


fund, for example, a war, the state effects an expansion of money 
supply through any one of the techniques described earlier. 
Whatever the chosen method of money supply expansiqgn, citizens 
still pay tax but this time through the mechanism of inflation. New 
amounts of state money in circulation will then preclude ja return to 
a gold standard at the previous rate unless the authorities are 
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paid for both the Vietnam war and a variety: of new social 
programmes, would ultimately expose the fundamental weakness of 
the Bretton Woods arrangements. Hence, by the middle of the 
1960's, the United States was expanding its money_ supply 
vigorously. Still, confidence in the Dollar remained. It was the 


international currency, indeed the prime reserve currency, but the 
elements of its downfall were in place. 


The first real cracks in the system appeared in March 1968, when a 
Tn 


two tier arket was established with an official gold Dollar 
price available to central banks and a free market price available to 
private operators. Such was the reaction to the perceived and all 
but official devaluation of the Dollar in terms of gold, that the 
private market price of gold bullion now rose substantially above 
$35 per ounce. 


In an attempt to remove the emphasis that had been placed under 
the Bretton Woods arrangements on the Dollar as the reserve 
currency, Special Drawing Rights (the SDR) had been created at 
the 1967 IMF annual meeting. Originally defined in terms of gold, 
but by 1974 as a basket-of major_currencies, they were used from 
1970 onwards to settle transactions between central banks. The 
move was of course sponsored by the inflation .of-the-GS money 
supply that had by now ‘been occurring for some years. SDR’s 
however never challenged the Dollar_as_ a reserve currency, being 


an invention for use primarily by the central banking community. 


The election of Richard Nixon in 1968 set the stage for the final 
chapter in the Bretton Woods saga. Nixon, in his desire to stimulate 
the domestic economy, pressured the Federal-Reserve into an 
expansion of US money supply during 1970 that further detracted 
from the Dollar’s appeal to foreign investors. Dollars were 
increasingly exchanged on the markets for various European 
currencies that were now offering substantially higher interest rates. 
Since US imports had been -rising-in line with the expansion of 
money supply there, increasing amounts of Dollars were 
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finding their way into foreign hands. Foreign central banks were 
committed under the Bretton Woods agreement to buy up these 
excess Dollars on the foreign exchange market in order to maintain 
the predetermined fixed exchange rates. Often, the foreign_central 


by issuing new amounts-of their own currencies, one mechanism by 
which inflation is said to_be ‘imported’. The Bretton Woods 
agreement allowed for these Dollars to be exchanged |at the Federal 
Reserve for gold, but the problem was that the gold-#eserves_of the 
United States were far below the amount of Dollars ih the hands of 
foreign central banks. Aware that they would cause the collapse of 
the Bretton Woods arrangements by_asking-for-+edemption-of-their 
Dollars in gold, the foreign central banks chose instead to hold their 
Dollars as reserves. 


The ‘Eurodollar market’ that subsequently developed, partly in 
response to increased commercial holdings of Dollars outside the 
United States, was beyond the reach of the Federal Reserve’s 
monetary tools. Eurodollar was the term used to describe a Dollar 
held outside the United States, and eurocurrency the general term 
for a currency held outside its home country. Though simple in 
concept, -the implications of a eurocurrency market] for monetary 
policy are complex. The authorities in one country |cannot extend 
their banking or tax regulations to another country.| United States 
reserve requirements for example cannot apply to} banks taking 
Dollar deposits in, say, London. On the other hand, UK reserve 
requirements could not apply to those Dollars since Dollars are not 
the currency of the UK. In this regulatory vacuum existed, 
therefore, the scope for a large expansion of Eurodollar deposits. 


From the depositors’ point of view, the market offered tax-free 


returns out of sight of domestic authorities. Corporations soon 
cottoned on to the appeal of the euromarkets, and began to raise 
funds through long term bonds issued as eurobonds. Eurobonds 
were simply bonds denominated in a currency that| differed from 
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prices were rising at an annual rate of 13%, a post-1940’s peak. A 
major policy change was now implemented by Paul Volker, the new 
Chairman of the Federal Reserve. On 6 October 1979, Volker 
announced the Federal Reserve’s new focus on control of US 


money supply as a policy targé trolling inflation. It would 


now allow interest rates to go wherever markets drove them. See 
here the now familiar assumption that_higher interest rates would 


control inflation by restricting money supply growth. 
enn 


The Plaza Accord in September 1985, the Louvre Accord in 
February 1987, and a variety of not so public agreements between 
central bankers since then, have aimed at providing the 
international currency markets with some form of stability. But we 
are left today with a monetary order that is in no way conducive to 
exchange rate stability. If stability is the goal, then a floating 
exchange rate system unattached to any absolute store of value is 
not the tool for the job. 


In the modern financial world, it is the activity_of the speculator 
that makes the system particularly unstable. Such an agent aims to. 
ride.the crest of a wave from one currency to the next, hoping to 
jump to another wave before the current one devalues, and in the 
meantime take the interest yield on offer. Currency transactions that 
are determined in this fashion have little to do with activity in the 
real economy. Meanwhile, the politicians’ efforts are directed at 
talking their currencies up or down, tinkering with the monetary 
apparatus, pulling this lever or that, never truly knowing what each 
lever does. Some businessman watch these antics in helplessness. 
Others quietly wait for the pre-election boom. 


A fully backed gold standard, preferably a gold coinage, would put 
an end to the arbitrary state creation of money. A 100% reserve 
ratio for commercial banks and deposit-taking institutions would do 
the same for the private creation of money. Both policies in 
combination would eradicate the problems that I have identified 
here, for as long as they remained in place. One policy 
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; : . | the 
| blame for failures borne of another cause entire] 


; its|rightful pl 
at the heart of economic policy. I believe gnttul place 


a old standard has 
a en the blame for fractional reserve banking. In fact|the latter was 
the guilty party. — 


The European single currency debate of the 1990s js passing by 


without so much as a semblance of regard to the ideas contained 


herein. If debated at all. there would certainly be objections to these 
proposals from the banking community itself. Even at the 
professional level there is often little awareness of the monetary 
phenomena that arise as a result of our current monetary and 
banking Structure. Simple misconceptions can form thd backdrop to 
discussions on the subject, and sometimes the |most basic 


conclusion is dismissed in a flurry of apologia for th established 
system. 


In the meantime, if money is not allowed to function as it should, if 
it is used to make both political and monetary profit att the cost of 
the people, it cannot simultaneously fulfill its intende role as the 
lubricant of our economic life. In the new order, where {the nation is 
prepared to pay for today’s standard of living today, to borrow 
today only what can be repaid tomorrow, and to leave the monetary 
box of tricks alone, the future will be the best it can be. Instruments 
of monetary policy that have on occasions camouflaged the illness 
by almost killing the patient must become a thing of the past. It is 
possible to eradicate monetary factors as a cause df economic 
instability. Where economic problems exist, they will/result from 
real factors, cartels perhaps, maybe trade disputes, even famine or 
war. We will always face those problems. Why add to them? 
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statistics, though of course th 
: e problem ctivy 
such endeavour. : of subjectivity arises in any 


There is however another dimension to the struggle of relating 


6p profit to growth in wealth. For an example of this we 
need ook no further than a casino. Here, the winner of a game of 
chance wins what the loser loses, less the casino’s cut. As a result 


of this cut the gambling process is usually highhy-profitablefor the 
operator, and for the winner at the tables it is, obviously, always 


profitable. In order to create wealth in net terms an economic 


process must however do more than simpl isting wealth 


(ae between participants. Some proponents of gambling argue that it 


produces pleasure to those-whe.win and is thereby creating a form 


wtaly, Of wealth. Pleasure is indeed a form of wealth, but one need only 


LUayy sonsider the fact that losing is highly unpleasurable in order to see 


that even in this sense the amount of net wealth created in the 
gambling process is close, if not equal, to zero. 


Now the gambling fan may counter with the assertion that the 


_ revenues made by the casino are in_ salaries and 


L- PALA 


ve pu ack: 
age 


thereby allow the employees to ‘enjoy life’. Surely then, the 


eae process | cannot _be zero value-added or value-subtractive? 
s latter argument is again dubious because it ignores the fact 


that the money _used_to croupiers’ salaries is simply 
transferred trom other individuals who might be equally capable of 

enjoying’ wealth purchased with that money. Furthermore, it pays 
_no attention to the opportunity cost of gambling, in other words the 
wealth that could otherwise have been created by the efforts and 
resources of those involved in the gambling process. 


Many individuals argue in favour of gambling on the basis that all 
human activity involves a kind of gamble. The argument proposed 
is that to criticise gambling 1s to criticise any form of activit 

whose outcome is uncertain. If the investment of money on : 
roulette wheel is to be mocked, why not then the investment of 
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en.crops 

| | hen a new 
oil refinery opens, the operator risks malfunctions and destructive 
accidents. These are all risks, that is for sure, but they are risks 


which must be taken if we are to have food to eat or petrol to run 
our cars. For an individual to say that “planting Crops is a risk and 
gambling at the roulette wheel is a risk, therefore I nhight - 

well direct my efforts towards roulette’, is to ignore the fact that 
for the maintenance of life whilst roulette 1s. 


Ce adele : 
st aI 


ae 


are planted the farmer risks an early frost or a disease. | 


ee 


not. 

yo 

Under this last line of reasoning, the operation of a national lottery 
has been criticised by many. The infrastructure thgt 1s devoted 
towards this process of wealth transfer could instead have been 
directed to other sectors of the economy and created] new wealth. 
Furthermore, if the state genuinely wishes to raise extia revenue for 
charitable causes and the arts, then the existing taxation system 
could in fact be used to raise the required revenues| at far lower 
cost. If the Inland Revenue already exists, why bother setting up a 


whole new taxation infrastructure to duplicate it? 


Soon after the opening of the UK. national lottery in 1994, Joe 


Rogaly wrote in the inancial Times: 


The national lottery is fantasy finance. ... it is a tax on the poor derided 
by the rich, a machine for the creation of a spurious sense of self 


satisfaction for the pathetic boobies who toss their coing into the maw. 
There is nothing of worth in this crap game, no net gain for charities, no 
work of art saved or building erected that could not have been financed 
by less preposterous means, no true promise of glory for|the millennium, 
no benefit to anyone save perhaps the shareholderg of Camelotta 
Suckers, plc. Games of chance, according to ine Koran, are 
abominations of Satan. “They ask you about drinking and gambling,” 
says the holy book. “Say; ‘There is great harm in both, although they 
have some benefit for men; but their harm is far greater than thelr 
benefit’.” Drinkers may demur, but, as to the lottery, the Islamic view is 


sheer common sense. 
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In o imi 

suber toon pa turnover, financial intermediaries usually find 

ana ome amount is quite desirable. It is less easy to 

Sanat nt to buy a Dollar for one hundred Yen if in all 
ood the Dollar will still be worth one hundred Yen tomorrow 


Yes, ] 
es, it takes two to gamble, but should a financial institution 


actually encourage the client to place hi 
| : , s bets? Gestetner, Gi 
Greetings, Metallgesellschaft and Orange County have all ip 


the gambling game to the 
engi : value of several hundred million Dollars 


zs : 
nose who encourage clients to gamble the 


comments : 


Red face ' 

ee Be see ii nee ae an American investment bank 

ee amble, a consumer qoo 

off Hee and tapes reveal that bank staff Bie edie 
to complex deals involving derivative sales. 


Neen international bankers act in this manner, they do_not pr 
ms S cain | that_a_finaneial system origin u ae fulfill, 
eaith transfer is the na = 
| me of this game, uncertaint source” 
misallocation its conse i Raga 
quence. In order for its r 
the tarnish of such cas era 
| es as the Procter & Gamble “ri 
financial market a 
must be structured in a 
| | manner that meets th 
en ‘ 
uine needs of its clients on a less predatory basis. Clients that 


borr | 
Ow or invest should be viewed by financial institutions as 


otenti 
potential_candidates_for_a long term and mutually profitable 


wate, 
OO wate eos 


en As it is, tor institutions whose income derives. from the 
ging of commissions on traded volumes, the object of busine 
Strategy then_becomes the maximisation_of turnover. Once ‘ 
3 | of_ more, 
purpose is of secondary importance only and, for some members of 


this club, the efficie 
nance cy argument simply becomes the last refuge of 


In order 
aes to continue our discussion of financial market 
n, we must briefly turn our attention to the futures 


at 


ee ae 
arkets. As their name implies, these are markets in which a 


Si 
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“ri a 


buyer and seller agree the terms of a transaction to be settled at a 
future date. For example, a buyer may agree to [purchase one 
hundred ounces of gold from a seller at $400 per opnce, delivery 
and payment to be made the following December. This is a 


December gold future contract traded “at $400 in) one hundred 


ounces’. 


Both counterparties to a futures trade must deposi an_amount_of, 
money on the trade date, the ‘initial mar gin’, that acts as a cushion 


to guarantee performance of settlement at the futwre date. This 
margin is usually a small percentage of the value of |the underlying 
asset traded, and it is held by a central clearing house for 
safe-keeping. All futures markets work on_ this principle of 
‘margined trading’. The central clearing house} becomes the 
counterparty for both the buyer and seller, standing in between 
them to guarantee against default, and it uses the margins received 
from buyers and sellers in order to honour this guarantee. 


Notice that full payment for the item traded, and the item itself, is 
not exchanged up-front. In this manner, the futures mnarket-allows a 
seller to sell what he does not own, the process of\‘short selling’, 
and the buyer to buy without_paying the full pride immediately. 
Both counterparties simply wait until the future delivery date to 
complete the exchange of countervalues. (Alternatively either party 
may decide to ‘close out’ the trade prior to delivery by entering into 
a new trade, opposite to the one first traded. In this ¢ase, a profit or 
loss is realised, one that is determined by the difference between the 


two futures prices). 


Even in markets where more or less immediate delivery anc 
payment 1S required, so-called ‘cash’ or ‘spot’ markets, similat 
trading strategies may be undertaken. In order, for example, to sel) 
‘n the cash market a bond that a trader _does not jown, he simply 


ee 


borrows. that bond from a bond lender for a give period of time 


ee re re 


Having borrowed the bond, the trader then immediately sells it 
Before the end of the borrowing period, the short seller hopes tc 
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suffer. 

ee cai Oras processes do not quite so 

Ree 7 andscape, the principle remains the same. 

ene ete Rate, e employed to contribute to the production of 
7 ead diverted to processes that merely transfer it. 


Some of th 
e 
Se Sine of. our financial environment tend 
ealth transfer processes to operat le 
e. 


resources withi 
ithin the economy. In order to develop this argument 


we must now focus u 
on 
ee pon wealth transfer in a slightly different 


They are 
S in which 


Collateral and Interest 


As described in Chapter Two 

heae " two, most lenders attempt to in 

eek nh : es the possibility that entrepreneurs will be dare: 

ae are ee obligations, by insisting on a cushion—of 

that the entre eee ed by the entrepreneur himself. In the: event 
lender of ea niin here 2 me ay the loan and interest, the 
cen eciauicsie: . nds can seize the collateral and liquidate it 
The result of this ve required amount of loan that is outstanding 
ane meant si of collateral is that, where it occurs ihe 
from the entre on is in whole or in part from a transfer of ass 
charges ihe a meee poe 2 OU The use of fixed interest 
aca ee of business activity implies the possibility 
eG eee e money return due to the lender of funds may 
ie es mee is staae earned with those funds. A frequent 
wealth transfer im lai to meet debt repayment obligations is 
mechanism exists eae seizure of collateral. Even where this 
ae ee ere is still of course the possibility that th 

ed collateral would be insufficient to meet cone 


ai ousing market thi 
given the term ‘negative equity’. S latter feature is nowadays 
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It is clear that with the collateralised financing approach, a lender 
may be able to establish a positive return On invested funds without 
necessarily having lent to a profitable borrower. If] prospective 


profitability is supposed to be the determinant of the [allocation of 


‘nvestment funds within an economy, then collater al Hased lending 


criteria may impede the operation of this mechanism. |Furthermore, 
since we have already established that profit is not necessarily 
synonymous with wealth creation, we can reason that an investor 
may make a monetary loss on an investment that is alue-additive, 
or a monetary gain on an investment that is valye-subtractive. 
Therefore, even if prospective profitability does determine the 
allocation of loanable funds, there is then no guarantee that 
yalue-additive processes will be preferred to va ue-subtractive 
processes as a result. 


Wealth transfer need not operate solely on the small scale of 
entrepreneurial finance. State financing provides an example of the 
very same process but on a far larger scale. here the state 
finances expenditure with money borrowed at fixed rates of 
interest, such expenditure must either generate sufficient extra tax 
revenue with which to meet repayments, or the state must allow @ 
seizure of collateral to take place in much the] same way as 
occurred with the entrepreneur of the previous exainple. Where the 
state is concerned, we have already seen that the seizure is effectec 


throu gh some kind of taxation, either explicit in the form of highe 


tax tates, or implicit in the form of devaluation of the currency. Th 


third option, of issuing more debt with which to/repay old deb 
agnifies wealth transters. 


merely delays and often m 
There is, however,:a more subtle process at wor with regard | 
state funding. The existence of a risk-free rate of interest places t 
financing of private business activity at a disadvantage to u 
financing of government activity. Why invest in a private proje 
that has an expected but risky return of 10%, whdn the state offe 


a risk-free 10%? At every risk-free rate of interest there will | 


Ait 


cll 
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debt does not form part of the financing for the venture, any profits 
on the economic processes involved will be shared without a seizure 
of collateral. Of course, the profits themselves may have arisen 
from wealth transfer processes but this is another matter entirely. 


One argument sometimes extended in favour of fixed interest 


financing is that were it not for_such_funding _ techniques, 
entrepreneurs would tend not to en 


its entirety would be due 


NO-monetary incentive would exist for the 
entrepreneur to be entrepreneurial in the first instance. Two 


criticisms of this argument might be made. Firstly, the financier 


would not wish to charge a fixed rate of—return in these 
circumstances either, since he himself is in fact exposed to the full 


risk of the project with no cushion of entrepreneurial funds in the 
event of loss. There is 


then little reason for the financier to limit the 
upside on his investment by charging a fixed rate of return at the 
outset. Secondly, and more importantly, there is nothing to stop the 
entrepreneur agreeing to share part of the profits of the project with 
an equity financier in a pre-agreed ratio. In this manner the 
contribution of the entrepreneur may then be fairly recognised as an 
input to the capital of the business venture. 


I have so far argued that since profitability for a lender can be 
achieved through a seizure of collateral, the existence of collateral 
May compete with prospective profitability in determining where a 
lender allocates his funds. Lenders may be willing to loan funds to 


those borrowers who have €xisting assets, but may be unwilling to 
do so where no existing assets are available as security. The cynics 


quip that bankers are people who lend you money if you can prove 
you_don’t-really—need it. Others simply note that collateral based 


financing criteria tend to encourage the circulation of funds among 
the rich since these are the ones who are most able to offer 
collateral in the first place. The rich, or those with 
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In The Debt Deflation Theory of Great Depressions (1933), Irving 
Fisher describes the deadly combination of falling nominal asset 
prices and over-borrowing that is debt-deflation. For Fisher, the 
expansion and contraction of bank money supply, ‘check-book 


money’ as he calls it, is the crucial catalyst. In 100% Money, 
Fisher writes : | 


As explanations of the so-called business cycle, or cycles, when these 


are really serious, | doubt the adequacy of over-production, under- 
consumption, over-capacity, price-dislocation, mal-adjustment between 
agricultural and industrial prices, over-confidence, over-investment, 
over-saving, over-spending. | venture the opinion, subject to correction 
on submission of future evidence, that, in the really great booms and 
depressions of the past, each of the above named factors has played a 
subordinate role as compared with two dominant factors, namely 
1) over-indebtedness (especially in the form of bank loans), to start with, 
and 2) deflation following soon after ... 7 


Gordon Pepper in Money, Credit and Asset Prices (1994) also 
focuses on monetary causes of asset price inflation and deflation in 


financial markets and finds a marked correlation. He summarises : 
industrialists focus on the behaviour of the factors affecting individual 
companies: that is on profits, dividends, earnings and so on. The fact 
that these are l short-run influences on the level of the 
equity market is an important explanation of accusations of the City 
being out of touch with reality and of ‘short-termism’. Many of the 
remedies proposed for curing short-termism are tinkering with 
symptoms. Attention should now be focused on the underlying causes, 
that is on flows of funds and imbalances in the financial system. 


Thus both Pepper and Fisher highlight private sector expansion of 
money supply as the prime moving force behind the truly major 
speculative booms of modern times. My own argument agrees on 
this point, but proposes that the causation can run in the opposite 
direction too. Expansion and contraction of money supply is itself 
encouraged by interest-based and collateral-based financing. Given 
the appropriate écoriomic environment, such financing criteria 
may encourage the banking sector first to expand lending, and 
-hence money supply, in the natural desire to make profit. 
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2 
During the contractionary phase, the same criteria jencourage 
precisely the opposite phenomena. | 


Pepper comments again : 


A market's reaction to news is biased when liquidity transactions tend to 
persist in one direction; the market reacts to good news but tends to 
ignore bad, or vice versa. Keen observers detect that the market appears 


to want to go up or down, as the case may be. This is an explanation for | 


intuitive expectations and ‘market noses’. Market participants detect that 
following a trend tends to be a profitable course of action. The herd 
instinct then prevails. Crowd psychology becomes more important than 
the behaviour of investors acting as rational individuals} Technical 
analysis (chartism), which is based on crowd psychology, becomes 
more important than fundamental analysis. 


Many homeowners in the United Kingdom today know how 
powerful the herd instinct can be. Speculators may buy residential 
property because the information available to them ind icates that 
house prices are rising. This may be efficiency in tHe sense of 
processing available information, but it is often most_inefficient in 
the sense of resource allocation. When enacted by millions of 
households, the speculative game can become a self-fulfilling 
money-spinner that strips the price signal of any meaningful 
relationship to fundamentals. Very quickly, pseud o-technical 
arguments of the ‘... buy now while you can still afford it’ variety 
take over. In this environment, it is rarely asked whether the 
devotion of substantial new resources to the construction of 
residential property meets a genuine need for accon odation, or 
simply acts as a tool for the making of speculative profit. In any 
event, increasing property values encourage the construdtion of new 
property. Where genuine non-speculative demand for property 
exists, the action of this price signal can be highly jefficient_in 


naan ey 


allocating resources to the sector. This may not be the} case where 
the price signal is activated by speculation. 


Between 1984 and 1989 in the United Kingdom, loans |outstanding 


for housing purchase rose by over 110%, from £108 billion to £258 
billion. During the same period, the ratio of average house 
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There are, no doubt, a multity 


responsible for makin it is, but I have ch 
: osen in 


onsider to be the most important. The 
the private creation of money, monetary 
for bank lending would not grab the 
 ©ampaign. As subjects, they are too 
in a five minute election broadcast or on a 
hey are having a continuing and powerful 
every individual in the modern economy. 


nature of discounting, 
policy and the criteria 


headlines in an election 
complicated to discuss 
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CHAPTER FIVE 


VALUE JUDGEMENTS 


In this chapter, the normative and positive approach to 
economics is reviewed. Pasitive- economics tries to be 
free of value judgements but is not. Normative 


economics delibératély highlights its value judgements 
and makes them central to its discussions. The most 
essential question that must be asked is "where do 
our value judgements come from?" Revealed 
knowledge is contrasted with deductive knowledge. It 
is proposed that economic activity cannot _he based 
solely upon the foundation of :materialism. The value 
judgements of Islamic economics are introduted and 
their implications for a variety of economic policies is 
discussed. 


+ 


The Normative and Positive Approach 


‘Conventional economics emphasises its freedom} from value 
judgements. It is an analysis that tends to be of the positive kind, 
therefore choosing to examine questions of the ‘What happens 
if... ?’ variety. The positive economist might enquire] for example, 
as to the effects of an increase in tax rates upon-tax Jrevenue. This 
approach stands in contrast to a method which seeks to highlight 
particular value judgements and use them as a foundation for a 
variety of economic prescriptions. Here is the normative approach 
to economic analysis, an approach that concerns itself with 
questions of the ‘what should be ...?’ variety. The normative 
economist may therefore contend with, for example,|the degree_to 
which wealth redistribution should be achieved through the tax 
mechanism. 
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confrontation between capitalist and socialist that is debated on 
most days of the political calendar across the widest spectrum of 
topics. Opposing value judgements can severely hamper the 
legislative process, for on some occasions even the objective of 


policy is in question and not simply the best means of attaining it. 


By implanting a secular order where a religious constitution once 
existed, the politicians have usurped the Higher Authority’s right to 
make value judgements for us. Religion may be a private matter, it 
may have little to do with the day to day running of the affairs of 
state, it may have little pedigree where economics is concerned, but 
why are the value judgements of politicians to be held in any 
greater esteem? 


Whether we allow our own value judgements, or those of a 
supposed Divine Being, to rule our lives is an essential question 
that every society must address at one time or other in its 
development. The battle here is chiefly between two camps. The 
one believes that science and religion have little common ground, 


whether in our physical understanding of the universe around us or _ 


in the political, social and economic foundations of our daily lives. 
The other camp inclines most strongly to the contrary. 


Where western thought is concerned, Dr. Maurice Bucaille in The 
Bible, The Qur’an and Science (1981) argues that this supposition 


of ‘conflict’? hetween science and religion has arisen largely because 
of a number of inescapable contradictions hetween a Biblical_text, 


which for many represents ‘religion’, and current scientific 


knowledge. 

It was at first held that the corroboration between the scriptures and 
science was a necessary element to the authenticity of the sacred text. 
Saint Augustine, in letter No. 82 ... formally established this principle. As 
science progressed however it became clear that there were 
discrepancies between Biblical Scripture and science. It was therefore 
decided that the comparison would no longer be made ... The existence 
of these contradictions, improbabilities and incompatibilities does not 
seem to me to detract from the belief in God. They involve only man’s 
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responsibility. No one can say what might be original to the texts. c 


identify imaginative editin 
g, deliberate m 
unintentional modification of the ete aaa ee auch 


The basic argument that often takes place in the secular Wes: 


between ‘men of. sci ss 

relevance to our eect on a Ate ecceren Se pone ms 
ee . For some, scienc 

has disproved religion and all religious guidance can satel b 

ignored. Therefore values derived from the Bible] for ng ar 

not necessarily more worthy than values derived from the man nex 


door. 


Conflict between theologian and scientist is far less evident in thi 
Muslim world. This is in part because Qur’anie guidance in th 
physical sciences has not so far_contradictet the results o 
mankind’s scientific investigation. The Qur’an does not ask us ‘t 
reject. our most basic scientific knowledge by telling us that Goc 
created the Earth’s plant life before creating the Sun. Rather, in thi 
scientific sphere, the guidance of the Qur’an predates many moder 
scientific ‘discoveries’. Modern astronomy confims that the Eartl 
and the heavens were once joined together, that the universe 1 
expanding (Qur’an 21 : 30), and that the Sun too follows an orbi 
of its own (Qur’an 36 : 40). Whilst nineteenth century scientists 1 
Europe were proposing their unlikely theories of humai 
reproduction, followers of Islam already knew that it is the mal 
sperm which determines the sex of | the — off-sprin, 
(Our’an 53 : 45/46). | 


The scientific commentary in the Qur’an dates from a time whe 
men could not discover the above facts ‘sdientifically’. Th 
existence of these mysteries is of course no final proof of God’ 
existence, although it would be interesting to hear them explaine 
away by the modern scientist. 


Given the Muslims’ faith in the Divine origin of the Qur’an, it | 
not difficult to understand why the methodology of study unde 
Islam relies so heavily upon the ‘inductive’ _approach. Howeve: 
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principles have themselves been developed through contact with the 
Muslim world of old. 


The Qur’an is regarded by Muslims as the ultimate reference when 
establishing Islamic law. Under no circumstances can the 


injunctions of the Qur’an be negated or annulled by reference to 
any other source. 


The practice and traditions of Prophet Muhammad s.a.w., known 
as sunnah (literally ‘way’ or ‘path’) and recorded in the ahadith 
(singular hadith), are next in order of importance when deriving 
Islamic principles. During the time of Prophet Muhammad s.a.w., 
ahadith were passed on orally by those who had committed them to 
memory. A definitive compilation of ahadith was not attempted 
until some time after the Prophet Muhammad’s s.a.w. death when, 
in response to growing unease at the hundreds of thousands of 
varying and contradictory ahadith that had become widespread, the 
major compilers and biographers began to produce what have now 
become standard works. The six most authentic ahadith collections, 
the Sihah Sitta, are those of Bukhari, Muslim, Tirmidhi, Abu 
Daud, Nasa’i and ibn Majah. 


The ahadith inform us that the Prophet Muhammad s.a.w. said 
“... after I am gone differences will arise among you. Compare 
whatever is reported to be mine with the Book of God. That which 
agrees therewith you may accept as having come from me. That 
which disagrees you will reject as a fabrication”. Thereafter arose a 
strict scientific method, under which ahadith were scrutinised for 
authenticity. For example, the honesty and virtue of the one 
reporting a hadith, as well as the chain of reporting (the isnad), had 
to be well established in order for that hadith to be authenticated by 
the early writers. Bukhari used only 4,000 ahadith and Abu Daud 
4,800. 


Islamic scholars, ulema, may encounter an issue upon which 
there is no specific guidance in the Qur’an or Sunnah. In such a 
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case, they may indulge in _tihad, the forming] of _Independent 
Judgements, SO as to guide Muslims in the relevant activity The 
resulting jurisprudence is termed figh (literally “ omprehension’) 
and the passing of a judgement is termed a fatwa. Figh may be 
derived in two ways. Firstly, through achieving a consensus among 


ulema, termed yma, and secondly through deduction by analogy 
with existing principles, termed giyas. 


Shariah, literally ‘fount’ but more commonly translated as ‘Islamic 
law’, thus comprises rules that are explicit In the Qur’an and 
Sunnah, as well as rules that are derived therefror by means of 


ae ee a 


thought, these being the Hanifi, Maliki, Shafi’i and Hanbali, and 
two major-Shia schools, the Ithna Ashari's and the Ismaili’s. The 
schools were not established in order to found a hew variant of 
Islam, rather they sought to establish new methods of studying 
existing guidance. : - 


mL hm: 7 


Islam has a great deal to say about the regulation of himan 
activities, and not just in the economic sphere. It is a religion which | 
highlights its value judgements, prescribing them as{a basis for the 
guidance of mankind. Three foundations underlie this prescription. 
They are agidah, the articles of faith which embo Hy a Muslim’s 
belief, akhlaq which embodies the _moral-|-and—ethical 
code of Islam, and Shariah. Shariah is often regarded as having two 
different aspects, namely ibadat (the law Jpertaining to 


devotional matters), and muamalat (the law pertaining to civil 
activity). 


From aqidah arises a belief in the oneness of God, tawhid, that 
is fundamental to Islam. Worship is to be directed to this one 
God. Other forms of worship, whether they také¢ the form of 
devotion towards humans, material possessions, jor ones own 
reputation, are contrary to the teachings of Islam. If/materialism is 


seen as a religion, then it is a religion which Islam strives to 
eradicate. 


seal 


A second article of faith under aqidah reminds mankind of a Day of 


Judgement on which the record of worldly life will be brought to 
bear as witness for or against,each individual that has lived on 
Earth. Ultimate justice will on this day be disbursed by God in 
recompense for past deeds. In Islam, the worldly life is seen merely 
as a test, for which eternal paradise is the potential prize. Here is a 
reward for ones worldly efforts that is infinite, non-monetary and 
hard to incorporate into a conventional economic analysis. But if 
this recompense really does exist, in fact even it is only imagined to 
exist, then where does it leave the validity of our materialist models 
of human motivation, based as they are upon such foundations as 
worldly self-interest and worldly wealth maximisation? 


In studying aqidah, one finds that the scriptures revealed by God 
are provided for the guidance of mankind. Man is not perfect and 


To put Islam in its perspective as the ‘final revelation’, Muslims 
also believe that Many individuals were called to Prophethood by 
the very same God prior to the advent of Prophet Muhammad 
S.a.w.. Among these individuals were Noah, Abraham, Moses and 
Christ, all of whom are deserving of respect. Thus it is that many 
religions embody some or many of the principles laid down in 


Islam. Islam certainly. does_not claim to-have a monepely-on-truth, 


rather it claims to be free of those human manipulations which have 
muddied, over time, the guidance embodied in other faiths. It is not 


therefore surprising to find followers of other religions sharing 


many of the principles of Islam, including those on usury. 


Under muamalat, the enactinent of forbidden (or haram) activities, 
the taking of interest for example, is punishable by an Islamic court 
of law. Other major harams include murder, adultery, theft, the 
consumption of intoxicants, gambling, astrology and obscene 
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activities. Any form of involvement, directly or indirectly, with 
haram activities is prohibited irrespective of the desirability of the 
perceived outcome that might result therefrom. The principle in 
Islam is that the ends do not justify the means. In fact, the Prophet 
Muhammad s.a.w. is related to have said that “only good can come 
from good”, and it would therefore seem that under Islam] the 
means justify the ends. Importantly, the principle of necegsity, 
al-darura, provides an exception to the above rules of prohibition. 
Where survival is threatened for example, a Muslim is allowed to 
consume prohibited food or drink. Otherwise, any action that is| not 
haram automatically becomes permissible or halal. 


In aqidah and muamalat one may begin to recognise the set of value 
judgements that informs the Islamic economic model. Muhammad 
Haykal in The Life of Muhammad argues that a society which 
founds itself upon economic activity, but gives little weight in 
public life to faith, is incapable of achieving happiness | for 
mankind. The material economic outlook pits man against mam) as 


competitor rather than co-operator, worker against capitalist) or 


ee 


entrepreneur against socialist planner. Haykal comments that : 

The victory of materialist thinking (in the West) was largely due to the 
establishment of western civilisation primarily upon an - economic 
foundation. This situation led to the rise in the West of a number of world 
views which sought to place everything in the life of man and the wp rid 
at the mercy of economic forces... 


Our brief discussion of utility suggests that material possessions 
provide at best a short-lived boost to an individual’s happiness). If 


this proposal is correct, then it is unsurprising that more material 
wealth becomes the goal of conventional economic policy. Perhaps 
it 1s shopping that is now the opium of the people. Islam,| in 
contrast, aims for a regulation of human ¢ activity that at the salme 
time offers an outlet for its expression. As Haykal points out, Islam 
does not deny the human desire to accumulate private wealth, but 
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this desire is not allowed to dominate_as_is. the wont of purely 


capitalist society, nor is it totally Suppressed as in the communist 
prescription. 
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a Pe ree 
not so in the case of maslahah. The criteria are fixed for everyone and 
the decision has to be made on the basis of this criteria. This property of 


maslahah vis-a-vis utility is capable of enhancing the predictability and 
validity of economic policies because the criteria aval able for decision 
making are known. 


Fahim Khan : Essays in Islamic Economics (1985) 


Islamic scholars proceed to argue that the state’s economic policy 
must be designed so as to encourage the resources of both the state 
and the private sector toward necessities first, and only thereafter 
towards conveniences and refinements. Left to its own devices, the 
market mechanism may be a practical device.in providing wealth in 
return for work, but it is certainly not efficient in providing wealth 
‘ according to need. The building of luxury residences by a wealthy 
elite in the midst of a deprived majority would clearly contradict the 
principles laid down here. Such an allocation of resources would 
not [maximise social welfare nd might in fact decrease it as a result 
of resentment among the poor. Thus arises one justification for the 


intervention of the state in resource allocation. 


Naturally, there is a limit imposed by technology, environment and 
population upon the wealth-creating capacity of an economy. 
However, constraints determined by the physical endowment of 
many natural resources are far less evident. Many will remember 
the dire predictions of resource depletion that were in vogue during 
the 1970’s. This type of paranoia is not new. Malthus was equally 
misguided in assuring his contemporaries that the world was soon 
to starve. Even today, some poorer countries are advised on how 
best to avoid overpopulation on the basis that too many people 
require more resources than are available. 


Meanwhile, Christopher Booker writes in the Sunday Telegraph, 


29 May 1994: 

On April 19"" for instance, the House of Commons was informed that in 
1992, under the latest figures, we paid for the growing and destruction of 
40,503 tonnes of cauliflowers, 49,370 tonnes of tomatoes, 154,943 
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tonnes of Oranges and 336,992 tonnes of 
( ar peaches. This means the 
destruction of four billion peaches - nearly 1,000 tonnes for every] day of 


ne he - ieee, bulldozed into the ground in Greece. A Government 
Icnael Jack, solemnly assured MP’s tha iti 
t the: 
pape ae strongly disapproved of this practice and was dace ae 
uropean) Commission for a radical reform of the arrangeme i But 


that is exactly what politicians h 
ave been sayin 
and nothing will be done this time either. Pigie caer alan gecase, 


Introductory texts on economics may inform us that the 
economic problem” is one of limited resources being chaged b 
unlimited want, but it seems that the economic problem of our ne 
is more one of fulfillable need left unfulfilled. Excess resources can 
often be seen where the pessimists choose not to look and hilst 
wants are indeed unlimited, need is not. Such a view was alice to 
the heart of Robert Doane. In an America with one billion adres of 
farmland, half a billion acres of forest and two million miles of 
roads, he famously lamented how incredible it was that an 
individual could be in need. : 


Islam tells us that God has endowed the Earth with sufficient 
resources to last mankind until the Day of Judgement. As wd have 
seen, one main focus of attention under Islam is how this Wealth 
can be dis ~ibuted among mankind so as to avoid need. Key iin this 
the of distribution_is_ zakat. Zakat, literally ‘purification’, is a 
wealth levy that applies to Muslims only and varies, accord ng to 
the nature of the asset in question, from between 2.5% (for personal 
wealth such as gold and silver) to 20% (in the case of treasure|trove 
when discovered, for example). The revenues raised from |zakat 
form a substantial source of the funding for welfare payments in 
the Islamic economic system. 


The various forms of zakat must be paid by each individual whose 
wealth is in excess of a threshold, the nisab. The nisab itselflis to 
be set by the state at a level that allows for a sufficient stand ard of 
living throughout the community and may be varied by the |state 
according to economic conditions. In any event, zakat is not oO be 
imposed where hardship would result from its payment. To this 
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CHAPTER SIX 


TRADE OR INTEREST? 


Here, the Islamic approach to trade and finance is 
introduced. The prohibition on usury is discussed and 
the concepts of gharar and maisir outlined. The 
various forms of Islamic contract that are of particular 
relevance to economics are summarised and 
categorised under contracts of exchange, contracts of 
charity and contracts of investment. The manner ‘in 
which these contracts are applied in the modern world 
of Islamic finance is reviewed and criticised. Particular 
attention is given to a comparison of murabahah and 
interest. A description follows of the way in which 
Islamic contract laws might operate so as to prevent 
some of the economic evils described in the preceding 
chapters. 


What is Usury? 


Islamic economics does not rely simply upon religious preaching to 
achieve its goals. The injun clon. re requiring Muslims to pay zakat is 


one example of detailed. guidance on a specific issue. Likewise, a 


variety of injunctions can be seen to influence the course that 
commercial activity may follow, of which three are extremely 
important. These injunctions relate to usury (riba), gambling 


(maisir) and deception (gharar) and they are embodied in both the 
Qur’an and the ahadith. 


The literal translation of the Arabic word riba is increase, addition 
or growth, though it is usually translated as ‘usury’. As the 
following discussion shows, usury is not to be regarded solely as 
the practice of taking interest on a loan. 
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FORMS OF RIBA 
Riba al-Qarud Riba al-Buyu 


Riba al-Fadl 


Riba al-Nasa 


Two major forms of riba are defined in Islam. They are 
riba al-garud which relates to usury involving loans,| and 
riba al-buyu which relates to usury involving trade. The practice of 
both kinds of riba was well established by the pagan Arabs before 
the time of the Prophet Muhammad s.a.w., though he reminded his 
companions that riba could appear in many other different for 


Riba al-qarud, the usury of loans, involves a charge-on—atlean 
arising due to the passage of time, in other words a loan_at interest, 
and is often referred to as_riba_al-nasia, the a et It 
arises where a borrower of anothers wealth, in any form, entér$ into 
a contract to_repay to that other person a_pre-agreed_amoumnt jn 


addition to the principal that was borrowed. In whatever manner 
this increase arises, if 1t is fixed in absolute amount at the outs et of 


the transaction, the loan becomes a usurious one. 


Some scholars have in the past asserted that the prohibition on] riba 
al-nasia relates only to high interest charges and not to all forms of 
interest. Others such’as Tantawi, the Sheikh of al-Azhar in Caifo at 
the time of writing, argue that bank interest is a sharing of the 
bank’s profit and is therefore permissible. Such views have |now 
been almost unanimously rejected. 


a ae 
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exists where the subject matter of the investment contract -itself is 
uncertain. 


Concerning risk and uncertainty, few Muslim writers seem to 
differentiate between the two. But in the conventional literature risk 
is sometimes regarded as that which applies when likely and 


unlikely outcomes can be forecast on the basis of past experience. 
raceme 


Uncertainty is sometimes said to exist where the likely outcome of a 
future process cannot be determined from an appraisal of 
past experience. Some people take their holidays in the Summer 
because the risk of cold weather is minimal, but past experience 
can never give one an idea of the likely outcome of a coin toss. 


Uncertainty in a contract may invalidate it, but risk is not the same 
as uncertainty. 


The Islamic literature often focuses upon protecting the buyer from 
deception and uncertainty in a sale contract since it is assumed that 
the seller is the one who is better informed of the item that is being 
sold. Hence Nabil Saleh in Unlawful Gain and Legitimate Profit in 


Islamic Law quotes ibn-Rushd in Bidayat al-Mujtahid : 
Gharar in sale transactions causes the buyer to suffer damage and is the 


result of a want of knowledge which affects either the price or the subject 
matter. 


However, a contract wherein a given item is sold at a price to 
be determined in the future according to some specified event 
involves uncertainty and could be detrimental to the seller or the 


buyer. It is not therefore always the case that uncertainty affects the 
buyer only. 


Forms of Contract in Islam 


Although the injunctions on riba, maisir and gharar are general in 
scope, an Investigation of the subject of trade in the ahadith will 
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uncover a flexibility that caters for a variety of specific commercial 
situations. For example, though a seller is generally required to 
own what he is about to sell, for farmers who wish to coritract 
with buyers prior to harvest, it is permissible to sell whatl one 
does_not_yet own. A farmer who is growing.-fruit that is 
nearing ripeness is permitted to sell his fruit for delive at a 


future date, being the date when it is expected to be fully ripe. In 


doing this the farmer might be said to sell that which he does not 
own since he seils ripe fruit yet possesses less than fully ripe fruit. 
However, given certain conditions, the Prophet Muhammad s.a.w. 
allowed this procedure under the contract of bay al-salam (to be 
described in more detail later). 


The most widely recognised Islamic forms of commercial contract 
are often grouped into three categories. These are: a) contracts of 
exchange, where both parties receive a countervalue; b) contracts 
of charity, where the donor does not arrange to receive a 
countervalue, and c) contracts of investment where assets (or 
effort) are invested into a project on a profit-sharing basis. Other 
contract forms do exist, for example contracts of security, and these 
impact upon a wide range of economic activity. A table showing 
the most commonly encountered contracts appears below. 


According to al-Ghazali in Revivification of the Religious Sciences, 
and al-Shafi’i in Kitab al-Umm, a contract, or al-agd, must. be 
enacted between counterparties who are: capable of understanding 
the implications of the contract, in other words who are mumayyiz; 
in a sane and mentally competent condition (hence very ill or 
intoxicated persons cannot make a valid contract); represented|by a 


sighted person if blind, or; represented by an agent if unwilling or 


unable to act in their own name. Here are some terms which, in the 
opinions of these scholars and in their day, were required to ensure 
that fairness was maintained in business dealings. 
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subjected to an exchange transaction, whereas the Hanafi and 
Maliki schools do not share this view. According to Professor 


Hashim Kamali at the International Islamic University in Kuala 
Lumpur, most scholars of ‘ater periods side with the Shafi’i and 
Hanbali schools on this matter. 


A sale by public auction, bay muzayadah, in which the item is sold 
to the highest bidder, is disallowed by many jurists. However such 
a view does not seem to prohibit the making of a public offer to sell 
at a given price. 

The Shariah permits making [a] public offe deadlines for 


acceptance, binding the offeror to abide by the deadline he has fixed. 
Similar rules relating to wages are abundant in Islamic jurisprudence. 


The Islamic Training and Research Institute (1990). 


A contract of sale must relate to only one transaction. Hence, rather 
than signing a single contract to cover more than one separately 
identifiable transaction, individuals should instead enter into each 
transaction under a separate contract. Here is an important 
condition. If followed strictly, it helps to prevent usurious 
agreements being constructed from a set of underlying contracts 
that may, in themselves, be quite acceptable (see the discussion of 


the contractus trinius in Chapter One). 
The messenger of God has forbidden making one contract of sale from 
two sale transactions. : 


Hadith : Tirmidhi, Nasa’i 


The price agreed must be fixed_at-the_time—of contracting the 
exchangeé transaction, and ownership remains with the seller until 
delivery is made. In this respect, there should be a formal event that 
signifies the point at which a contract is concluded, for example a 
handshake or a signature. 


Though a sale cannot be made conditional upon a future event, 


conditions may be imposed upon the sale, for example the 
implementation of a service contract on a ‘manufactured item sold 
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to a buyer, or the availability of a warranty against defective goods 
(see ‘daman’). 


Both the buyer and seller may be given an option, khiyar al-majlis, 
to cancel a transaction during a given period after conclusibn of 
that transaction. The Hanafi school limits the period of this 
to three days, whilst other scholars do not precisely defime the 
period of time allowed. 


And finally, any condition may be applied to an exchange 


transaction so long as it complies with the injunction that : 
All the conditions agreed upon by the Muslims are to be upheld, except a 
condition which allows what is prohibited or prohibits what is lawful. 


Hadith : Hanbal 


Naturally, individuals will not always be in a position to conduct 
exchange transactions on the basis of a simultaneous exchange of 
cash for goods or services (in other words as ‘spot transactions’). 
Where the two countervalues to an exchange transaction (cash on 
the one hand, and goods or services on the other) are not exchanged 
simultaneously, certain rules, and some exceptions to those gules, 
apply. The following contracts are widely recognised. 


At the time of the Prophet Muhammad s.a.w., murabahah involved 
the appointment of a trader by an individual, the trader agreeing to 
buy goods on behalf of that individual and deliver them |to a 
specified location. The trader would perform this service for a fee 
and would bear the various risks of the transaction. These [risks 
included those related to ownership of the goods until the delivery 


date, for example the risk of damage to the goods whilst in the 
trader’s ownership, and the risk that the buyer might not be able to 
make the required payments after taking delivery” of the asset from 
the trader. Hence, in the event of default, the trader in a murabahah 
only had recourse to th et in question. In any event, he could 
not charge further ‘fees’ where repayment of the due amount! was 
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during, or at the end of, the lease period. In this case the lease takes 
on the nature of a hire purchase contract known as ijara wa igtina’ 
(literally, lease and purchase). The cash-flows involved in such a 


lease can be structured to look very much like an interest-based 


loan secured by collateral. 
ee eae 


Another form of transaction under this category, istisna, involves a 
contract of exchange allowing deferred delivery at a specified date. 
The contract relates to the production of made-to-order items and 
allows a manufacturer to fund the production process by receiving 
the sale price of his produce up-front. A detailed_specification of 
the item to be produced _must~- be-agreed—between-the- buyer_and 
seller prior to commencement_of the production process. Some 
jurists maintain that up-front payment is not_-a_pre-requisite under 
istisna, in other words that both countervalues may be exchanged at 
a date in the future, although authentic evidence in support of this 
position is not widely available. ; 


It is important to note that Muslim scholars have traditionally 
prohibited the trading of debt (bay al-dayn) at anything other than 


G 


face_valne. Thus, if person B lends person A £100, B cannot then 
sell this debt to person C for anything other than £100. (If B sold 
the debt to C for, say £90, then C would effectively be earning 


interest of £10 on a loan of £90 made to A). 

Where the sale of debt obligations in exchange for immediate payment is 
concerned, most jurists are of the opinion that such can only occur 
where the debt is sold at face value. Where the price paid for a debt is 
not the same as the face value of that debt, the transaction would be 
tantamount riba _al-nasia and is therefore prohibited. Among the 
achievements of the Islamic Fiqh Academy (affiliated to the OIC) was 
_the issuing of a detailed decision ... for deeds based on debts, which 
shail be non-negotiable except where transfer is made with the exchange 
of the face value of that debt. If they are purchased for less than their 
face value this would be the same principle as is applied to discounting 
of bills of e e_ which is prohibited. 


nn ae 


».al-Qardawi: Islamic Capital Market Conference, Malaysia (1996) 
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However, consensus on this topic does not currently exist, For 


instance, Professor Kamali quotes ibn-Taimiyah and al-Datir, as 
being in favour of bay _al-dayn, and argues in favour of the 


Oe re ee 


transaction on the basis that there—is—ne—clear—and—aut nentic 


prohibition to be found in the Qur'an or Sunnah. 


If the trading of debt_is prohibited in Islam, there is _no|such 
restriction upon the selling of an investment holding. A hatelier 
might for example, purchase a property and rent rooms to travellers 
on a daily basis in order to earn a profit. At a later stage, the 


hotelier might decide to sell his business to another entreprgneur. 
This latter transaction is quite acceptable under Islamic law since it 


involves the sale of an asset, not the sale of a debt. 

Shariah permits the disposition of title of ownership, and even goes so 
far as to permit, according to the Malikites and some jurists, the 
disposition of debts through pawning and selling under certain conditions 
... regardless of whether the pawning of debt is carried out by the debtor 
himself or anyone else. 


Islamic Training and Research Institute (1990) : Developing a 
System of Financial Instruments | | | | 


The trading of assets is allowed under Islam in a variety of ways. 
For example, a hotel could be sold by means of a cash sale to a 
willing buyer. Alternatively, if the hotel is owned by a company, 
the shares of that company can be sold instead. The price at which 
these shares change hands is a matter for the counterparties 
involved in the transaction to decide. Islam does not prohibit one 
from buying and selling assets, or certificates representing’ |those 
assets, at an agreed price according to market conditions. Here is 


the contract of bay al-sikak, sale by document. 
a ne 


——— 
ee 


Contracts of Charity 


_Among the contracts of charity that one frequently encounters in 


the literature on Islamic finance are the following: 
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to the financing share of each investor but the investor’s maximum 
loss is limited to his share of the financing. With the permission of 


the rabb al-mal, the mudarib may contribute some of his own 


capital to the project or raise fresh capital from others on the basis. 


of mudarabah. Importantly, the mudarib is not allowed to draw 
remuneration in any other form than profit-share. Given the 
absence of a guaranteed wage, the entrepreneur has no recompense 


for his efforts unless the project is profitable. 

The word mudarabah is derived from ‘Darb on earth’. It has been so 
named because the mudarib, the user of others’ capital, qualifies to get a 
share of profits on account of his endeavours and work. He thus 
participates in the profit as well as having the right to use capital and 
Strive according to his discretion. ... The owner of capital thus surrenders 
his own rights over that portion of Capital to the user of capital. 


Imam Sarakhsi 


There is no disagreement among Muslims about the permissibility of 
Qirad. It was an institution in the pre-Islamic period and Islam confirmed 
it. They agree that its form is that the Qirad gives to another person 
capital that can be used in business. The Amil (user of capital) gets, 


according to conditions, some specified proportion of the profit, in other . 


words any portion that is agreed, one fourth, one third, or even one half. 
ibn-Rushd 


Other Forms of Contract 

Kahn, a pledge of security, may be made provided that the pledge is 
irrevocable. The pledged item must be saleable in the event of 
default and maintenance of the pledged item falls to the holder of 
the pledged item. 


A person who enters a contract of safe-keeping (wadia) for a 
deposit, holds that item in trust (amana). A trustee does not have to 


pay_ compensation in the event_of unintended loss or damage to the 
item held in trust unless payment is received for the performance of 
the trust, in which case compensation is due. The costs_of delivery 
from safe-keeping fall_on the owner. Use of the deposited item 
by a third party can only occur with the permission 


ee 
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of the depositor in which case most commentators insist that 2 
resulting profits or lasses accrue to the depositor. This priticiple 
defines the basis upon which an Islamic current bank accountlis to 


be established as discussed in Chapter Seven. The trustee cdnnot 
contract another trustee to undertake the safe-keeping of a 


deposited item without the permission_of the owner. In the event of 


the trustee using the trust item in some manner without the owner’s 


permission, any subsequent loss must be fully compensated by the 


trustee. Upon the demand of the owner, the deposited item must be 
returned by the trustee. 


The contract of daman (which can be translated as surety, 
guarantee or_warranty) exists in various forms. Daman al-nags 
constitutes a liability to make up a loss-and has_been_applied_ir 
Islamic banking as a guarantee against the loss of depositors’ funds 
due to violation of contract on the part of the bank itself. Daman 
al-talaf is a guarantee to make up any loss to property whilst ip the... 
custody of the trustee, and daman al-tarrud a surety given by a 


seller to a buyer against loss or damage caused by the item sold to a 
third party. | 


A Step Forwards or a Step Backwards? od + ADA 


Contracts of exchange such as murabahah, istisna and bay mulfayjal 
have been adopted by many Islamic banks over recent years in 
order to serve_a_ diverse range of commercial requirertients. 
The. farmer_awaiting ripening of his crops is not the only one 
who would suffer were forward sales_to_be totally prohibited 
under Islam. For example, industrialists too take time to produce 
their output and an ability to enter into a made-to-order (istisna) 
contract is therefore of great use to them. However, a heated 
debate is now occurring within the world of Islamic finance 
because of the manner in which these various types of contract 
are being interpreted and employed, and _ because] in 


157 


6ST 


0} joomp AguoUI Jo Wns pouRo] oy Aed IWS yUeG [euOTUOAUOD 
B® UA “JOoLIooUT ATduts st JUouNSIe oy) ‘seseo AueUI UT puy 
‘JSOISJUT JO SUTSTeYS oy} 0} JUeTeatnbe ore BUIoueUTy yey) Jopun onp 
sjuoAed oj JoyjoymM oUTUS}Ep 0} BUILT] ore om svoIOUM ‘sovrd 


° 
Fe et et Ce RE Re I OR =i 


ul Ind st SuloURUTy~sy YOM UTI QO] Soyejol uw _asneoeq 
JUBADPOITT ST JUSTUNSIV sty) ING(‘OOO‘OOTF JO Ueoy yseo v Jo peo}sut > 


aoUeIsuT IST oy) ut diysiouMo ‘syenpmTpur T porojsuen 
SI osnoy of} ‘souRUTy OTWIe[S] Jopun ‘jey) st asvo sm mI soURUTy 
[BUOHUSAUOS PUP. OTUILIST UsOMJoq soUdIATIp oy) yey Aes oulos 


‘URO] [BUOTJUDAUOD B JopUN seBIeyO 
JSOIOJUT SI oojUBIENS 0} }duro}e prnoMm yueg peseq-jsosoqur Aue ue] 
solsap B Ssoy ou 0} dn-Wretir Iesyy yo jdrossr-soyrerens 0} ydurone 
SYURQ OMULIS] “IOUUBUT sty} Ul “oq plNOM syUeq paseq-}sor1ojUI 
se ysnf ‘j[nejop $JOMOLIOG 9] JO JSAS ot] Ul II [Jas 0} polomodurs 
eq pinom pue ‘op syueq poseg-jsalojur se isn{ ‘asnoy ou 
IDAO IBILYO B IJV} O} Spud} YUL OMULIS] SY], “POULT JO SUTIOT OM) 
OY} UdIMJoq IdUSIIIJIp aayozjonb sjqevooyou AUC JOY} SI IOUIION 


"sIvoA AWA} JOJ IedA Jad OOS‘ LF 
jo syuowXedor ormber pue ‘osnoy [eoreyjoddy smo jo aseyoind ayy 
IO} JOMOIIOg B O1 NOO‘OOTF oURApe OsTe WSU Yue paseq-jsor19yUT 
uy “IoyJO oY} UO sOURUTJ JO SWIIOJ poseq-}soloJUT pue puUPY 
suo oy} uO (Yeyeqeinul AreuIpio Jo) Wq@gq Jepun pred smojy-ysevo 


PO ee an eee ge een! 


oY} UdMJoq VoualajfIp [eorjoeId ap] AIOA oq 0} SUTSOS JOU} “IRF OS 


‘SI[NvJop [ENPIAIPU! OY] JI SJUSUITeIsSUT SuIpue}s}nO Aue 
ABddI 0} Japso Ul asnoY st} [Jas 0} YURG BU} sMOTTE i pue ‘srajdeyo 
Toles Ul PeMdIADI OARY 9M Jey) [eIaJeT[OO Surye) Jo ssoooid 
TeYMUPT Of} ST STL “asnoy oY} JOAO oBIeyO & sv Yons ‘syUSUITeISUT 
ay] Jo juawtABdar 10} ATMOS JO WIIOJ aUWIOs aye} ATTeNSN [[IM JayueQ 
SUL ‘TENPIAIPUL otf} 0} UO FT ST[as usy} pue Jopling ~aqi tory asnoy 
oy} seseyoind yueq sy} ‘uorssassod sy ur astwuoid OU} TIAA “olnyny 
OY} Ul oJep psoiSe ue ye yueq oy) Wor asnoy oy} Ang [IM oy ie) 
SULTJUOS [eNPIATPUI 94} “ostuoId sty} Jopuy~ ‘Jopying sy) Wor asnoy 


8S 1 


oy} sAnq Jayueq oy) a/Ofaq Jenptarpur oy Aq yueq oy} 0} AIS 
oq pinom sstuoid sry yp, * Ang oy sstaoid, eB st joeNUOS Wqq eB JopuN 
Joyueq oy} Aq pornbel Ay[eutiou ore yey) sjuoulsoIBe oy StoUTY 


‘IaAnq asnoy eq} 0} soueuTy pormber om 


- aprAoid 0} pasn st ssueyoxs Jo PEN v ‘IOUUeL STI UT ‘COOOSTF 


OJ YW SUTTIS pue OOO‘OOTF JOJ asnoy oy) Burdnq ‘Kes Aoyy ‘open 
B se sjoe yuRq eyy ‘onbruyos) sm) estovid oyM sioyue onus] om 
andre ‘gsIeyo jsolojuT We Jouy‘jyoid sreyue oy squssoidai oQh‘osF 
jo .dn-yreul, dy, sTesnk ae IBAO IB Jod QOS LFJO syuourypeisur 
ur pred 0q 01 QOO‘OSTF Jo eorsd & Joy [eNprArpur sy} 0} 31 sT[ag uoT} 
pue ‘QQo‘OOTF Avs Jo sd11d JoyIeU oY} Je [eNprAIpUt au Jo Jfeuoq 
UO Jep[ing 9Y} Woy esnoy oy) Ang 0} sooIse IayUeq ou], ‘Japying 


® WO sseyoind-oy ssysim oy Jey} asNoy E poyNuapr Suraey burda 
OMWIe[s] ue soyoeoidde jenprAripur ue yey) ‘ojdwexa roy ‘ourseuy 


— 


‘JUSUTISSAUT JO JSPIUGS ¥ JO peajsur 
‘Vqq se yons ‘a8ueyoxs Jo yORNUOO kB asn 0} JoyUeG OTUILIS]T IY} Ij 


ae eieeantinataneriatredeshauntdietatie hammond 


SI SWIOS 0} BUIPIOIOV JOMsSUe OY], {IOLOURUTTT Be YM Poreys aq Wed 
yor jijord-e ssonpoid JoAou ssnoy jey} JI asnoy ev Anq o} Apuoul 


OY} SsIel UN[SHYY & P[NOM MOY OS ‘jjOId ATeyOUOUr B Syeur OF Sp109 
UI JOU ‘UT SAT] 0} BSnoY yey) sAnq ATTensn osnoy se Ang OF Supysim 
jenpraAipur uy ‘Awouoss ue Ul SuIoUPUTJ JOJ spueulap [entajod 
aul Jo Te Ajsyyes Jou saop Burrzeys-ijoId Jey] onB1re si0ojeyWaUTUI0S 
DUIOS ‘IDADMOP ‘SSSUTSNG JO JUAWISDUSUMUIOD 9Y} 0} JOLId sreys| yore 


sa tt tg YO et te 


Tim Aayy yey) wyosd einjny Jo suoniodoid oy} sos8e uvwssapsng 
oY} PUP IOISIAUT BY], ‘SSoUTSNG Jey) SOOURUTT OY JO\SoAUT uel YIM 


RE: pom eS ee 


SsouIsng SIy JO s}joi1d oy} o1eYs 0} pamo][e st UeUISsoUTsng & Jey) 
SIe[OYOS DUIS] SUOCIUe PooIse SI I ‘Uses DALY aM SY ‘SuIpadoold 


| alojeq puey J onsst oy} AjlIe[o olojoioy} sn yo] “ornypsoqy 


oq] Ul pouljop AyIespo sAemye jOU ole soURUTT ZuIpIAoId Jo smut 
B SB asURYOXS JO s]OvIUOD SuIsn jsureBe pu JOY syusUINSIe| oy]. 


rt rr eee nt ne maar mee. 


‘JUAUTSIAUT JO SJOBIJUCS ULY] BdURYOXe Jo sJoRNUOS Todn 
ATtAvsy Siow yonur AjaT 0} owls sey Sutoueuly onmuyysy sorjoerd 


the builder’s account when the deed of ownership is transferred to 
the buyer. 


When a pre-agreed rate of return is combined with a promise to 


oe eens 


buy, there arises a situation which is indistinguishable in its 
practical aspects from the definition of riba al-nasia that was 


introduced at the beginning of this discussion. BBA and murabahah 


contracts allow Islamic banks to compete with conventional banks 
in the sphere of interest-based lending, which as we have seen in 


earlier chapters is the lifeblood of banking. This competitive 


success has been accomplished simply by setting the murabahah 
mark-up in line with prevailing interest_rates. As a result, not only 


ow 


do the cash-flows of most Islamic financing contracts look like 


interest, they are also set at the same level as market rates of 


interest. 


Let us go back to the house, the builder and the individual for one 
moment, and look at the problem from a slightly different 
perspective. Now it is of course quite permissible under Islam for 
the individual to buy the house from a builder for £100,000 in cash 


qv) and to occupy it more or less immediately. Alternatively, that 


individual might negotiate with the builder to pay instalments of 
£5,000 per year for twenty years. The same sale price would then 
be paid, £100,000, but over a twenty year period instead of in one 
lump sum up-front.. No interest here. In both cases. the builder 


would make his profit, being the difference between the cost of 


building the house and the £100,000 sale price. And in both cases 
the individual would buy the house to live in under a contract of 
exchange whose validity few scholars would question. 


Imagine now that the builder offers the house at £100,000 for 
up-front_payment but at_£150,000 for instalment payment over 


twenty years. If the buyer decides to go for the deferred payment 


option, does_the_extra-£50,000_ represent an_amount of interest 


charged by the builder, or just a further amount of profit that the 
builder is trying to make? And if the builder of the house can 
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charge this extra amount for deferred Payment, why can’t an 
Islamic bank do the same thing when it buys an asset and ther sells 


it On More expensively? 
.. they say ‘Trade is like usury’, but God hath permitted tradé and 
forbidden usury. — 


Qur’an 2 : 274 to 275 


Perhaps those who oppose BBA and murabahah are the ‘they’ that 
the Qur’an is referring to. Could it be that the practice described 


above is in fact permissible in Islam? One might think that Islamic 
scholars could guide t in_understanding what really is the 
difference between ‘trade and usury, YYet even the scholars are 
divided on some of the crucial issues. For example, regardinp the 
instalment sale of an asset by a financier in the manner described 
above, Imam Shafi’i is regarded as being favourably ?clinet by 
most_commentators. However, Imam Malik would seem tb be 


against: 

(1353) It reached Malik that the apostle of Allah (may peace be pon 

him) prohibi | —Sale. [Professor Rahimuddin 

comments: It means that the seller tells the buyer ‘I shall sell this clath to 

you for Rs. 10 for cash or for Rs. 15 on credit’). 

(1354) It reached Malik that a person told another to buy a camel for 

him_for cash and that he would buy it from him at an appointed time on 

credit. Abd Allah b. Umar considered it_a bad kind of transaction| and. 
rohibited it. 

(1355) Qasim b. Muhammad was asked about the case of a man|who 

purchased a thing for ten dinars on cash or for fifteen dinars at an 

appointed date on credit, and he considered it bad business and 

prohibited it. | 


Imam Malik : Muwatta’, (Rahimuddin translation) 


Perhaps it is because there are_so few independent-scholars with a 
detailed understanding of modern—finance that clear guidance is 
often unavailable. Whatever the case may be, in the theoretical 
vacuum of Islamic finance, the words ‘murabahah’ and “BBA’ \are 
often used_as labels with which to market conventional banking 


Services. . 
tee 
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In the early years of Islamic. banking some simple minded 
commentators argued that zero-coupon bonds are ‘Islamic’ because 


no interest is paid during their lifetime. But of course interest js 
paid, it is just that it is paid all in one go at the maturity date 
instead of in instalments over the life of the bond. 


Now, imagine that each instalment due under a BBA is 
‘securitised’, that is, turned into a tradable financial instrument. 
For example, each instalment to be received by the builder from the 
house buyer could be securitised into a zero-coupon bond with a 
face value of £7,500. These bonds can now be bought and sold and, 
if the builder decided to sell one of them, he would be selling a debt 
owed to him by the house buyer. And, if an investor purchased that 
bond at below face value, that investor would be contracting to 
make a gain of waiting. Thus, the instalment due from the house 
buyer at the end of year one could be securitised into a one year 
‘zero-coupon bond’ with a face value of £7,500. If this bond was 
bought by an investor at the beginning of year one for £6,818, a 
gain of waiting of £682 would be achieved by holding the bond for 
one year. I'he two year zero-coupon bond might be bought by an 
investor at the beginning of year one for £6,200, giving a £1,300 
gain of waiting over two years. 


In Malaysia today, some Islamic finance deals are being concluded 
on more or less the basis described above. Among the projects so 


FA Tk DT EY gre 


financed is the construction of the new Kuala Lumpur International 


Airport (KLIA). 


Here, the financiers purchased assets that the KLIA already owned, 
such as land and the rights to the future revenues to be generated 


Once the airport is operational. Payment was made in cash for 
these assets, and the KLIA thereby raised the funds that it 
needed to continue its construction programme. Having bought the 
KLIA’s assets, the financiers in this deal then immediately sold 
them back to the KLIA for payment in instalments over twenty 
years. The final step in this financing process was that the 
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instalments were securitised into zero-coupon bonds and sald at 


below face value to investors. Here is securitised BBA in_action, 


zero-coupon bonds in all but name. 

.. It is the largest such facility to be issued in Malaysia to date] The 
notes issuance facility is based on a’ deferred payment basis 
(Al-Bai-Bithaman Ajil) where the subscribers will buy from the KLIA| Bhd 
assets such as the KLIA concession at an agreed purchase price The 


assets will then be resold to KLIA Bhd at an agreed selling price, which 
comprises the purchase price plus a pre-determined profit-margin| The 


payment of the selling price by the KLIA Bhd is through the issuante of 
Islamic primary and secondary notes, also known as Islamic bonds or 
Syahadah Al-Dayn (Certificate of Debt)... Once again the facility will. 
serve to strengthen the confidence of private debt securities (PDS) 
players in the Islamic debt instruments and interest free market in 
Malaysia. 


Islamic Banker (March 1996) 


A cursory reading of the trade literature will inform one |that 
Malaysian financial companies are rushing to make profits_on_the., 
bandwagon of Islamic finance. But the bandwagon is often a source 
of embarrassment to_ Islamic bankers who are asked to 


and Islamic finance. 
abe OUTETENCE DELWEET wor aid *siamic Tinance. _ 


Among the inventions coming out of Malaysia in 1996 were Isldmic 
Short selling and_Islamic_debt discounting. Some Malaysians 
encourage the development of these ‘Innovative’ Islamic financial 
products on the basis that Islamic finance should be abld to 
compete with the interest-b sector in order to establish itself. 
But this argument has little in common with the methodolo oy of 
Islam. Islam does not tell Muslims to define an objective, and then 


use what_means they see fit in order to attain it, Instead, it tells 
them that if’ the _means—are correct, the _ends_w7 ook afte 


themselves. Islam does not teach one to overcome usury | by 
competing with the usurer at his own game. 


Some things will never be permissible in Islam no matter what kind 


of argument is put forward as a justification. Fornication is ond o 
them. Usury is another. Muslims are told in the ahadith that 
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consider the impact of Islamic contract 


law upon the operation of leverage. In proceeding with this 


discussion, it is assumed that the reader is familiar with the 
description of leverage given in Chapter Four. 


Our brief review of Islamic contract law indicates that exchanges of 
two liabilities cannot normally form the basis for an exchange 
transaction. Under the Islamic approach, it has been established 


that full countervalue-must_usually be exchanged by at least one 


counterparty to the transaction at the outset. Like all other 


transactions, a speculative purchase will then only be possible if at 


least one counterparty to the trade is willing to exchange full 
countervalue up-front. Since fewer individuals will wish (or be 
able) to speculate if required to pay full countervalue up-front, 
speculative trades should decline in both value and number. Under 
the Islamic approach it is no longer possible, for example, to buy 
£100 of gold in the forward market by paying only a £10 deposit 
up-front. (This would be a typical form of ‘Margined’ transaction 
employed by a conventional speculator in the hope of selling his 
gold at a profit before the balance of £90 becomes payable. A 10% 
increase in the gold price would then translate into a 100% profit 
on the deposit invested.) The prohibition of this type of leverage, 
along with the prohibition upon short-selling, would anchor the 
Islamic financial market to the real economy. 


The impact of the substantial eradication of leverage that is 
evident in the properly structured Islamic financial system 
goes. beyond the speculative arena. For example, conventional 
corporate finance theory becomes largely redundant under the 
Islamic prohibition of interest. In Chapter Four we saw how a 
typical modern corporation seeks to improve the rate of profit 
on the funds it has invested in its own business, through 
the mechanism of debt financing. The objective was achieved in 
that earlier example by borrowing money at 10% and subsequently 
investing it into assets from which a profit of 20% was made. Due 
to leverage, the owner made a profit of 110% on _ his 
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Own investment into the company. (It may benefit the reader to 
revisit that example before proceeding with the current argument. ) 


This last type of leverage, often termed ‘gearing’, is all-pervasive in 
the modern world. It is also, to my mind, the greatest source of 


economic injustice after the manufacture of money by the 


conventional banking system, The mechanism of gearing allows 


borrowers to own any amounts of profit that remain after the 
interest charges have been paid. In this manner, lenders at inte est 
do not receive a share of compan rofit proportional to the amount 
of money that they have_ terprise. In the exan ple of 
Chapter Four, the lender provided 90% of the funds fdr the 
borrower’s business but received only 45% of the profits malde, in 
the form of interest earned. Meanwhile, the borrower provided 10% 
of the funds and earned 55% of the profit, in the form of growth in 
net assets. 


To the layman it may seem that equity holders are playing a tather 


unfair—triek upon interest-based - lenders, but the professional 
financier will quickly respond that lenders are taking less risk than 


ET 


equity investors. Let us examine this risk argument a little further. 


The risk argument is based upon the fact that, under modern law, 
interest is paid before dividends. Given that lenders are therefore 
more likely to receive their interest than equity investors ate to 
receive their dividends, theorists argue that the former shou d be 
prepared to receive a lower rate of return on their investment|than 
the latter. The possibility exists of course that a corporate borrower 
will not generate sufficient returns on assets to pay its interest bill 
but, for the market as a Whole, this has been a short term 
phenomenon only. (If the phenomenon were to be true in the long 
run, then every corporation would eventually go bankrupt.) In any 
event, we have already seen how lenders minimise_thistype-of lrisk 
by taking as much collateral as possible. A second possibility is 
that the enterprise will earn just enough to pay its intdrest 


bill, but naql_enough—te—pay—out any dividends to | the 
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without giving up control, the issuing of non-voting shares for 
example, but with such powerful incentives for debt financing in 


the major economies it is no surprise that gearing features in almost 


every large company’s finanting profile. Fahim Khan summarises: 
... If the profit-sharing system is better than the interest-based system 
then wh l interest-based system and drive the 
interest-based system out of practice ... If the interest-based option is 
permissible, the demand for investable funds will tend to be mainly for 
projects which are low return or more risky, with entrepreneurs financing 
high return or low-risk projects from their own funds. Suppliers of funds, 
aware of this tendency, will find it easier to charge interest rather than 
make the effort of finding or selecting the more profitable projects . 
Only when the option of interest-based financing has been totally 
abolished will the profit-based system be able to prove all its merits 
described in the literature. 


Fahim Khan : Essays in Islamic Economics (1995) 
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CHAPTER SEVEN 


BANKING AND MONEY UNDER ISLAM 


A genuine Islamic banking structure is outlined. The 


system relies upon profit-sharing and the eradication 
of fractional reserve banking. It allows investment and 
other financial activities to continue in line with the 
demands of both modern life and the principles of 
Islam. ‘Monetary policy’ becomes redundant under 
this approach. The chapter concludes with a brief 
discussion of money in Islam and it is proposed that 
Islamic banking, in conjunction with a precious metal 
currency standard, would form the basis of a fair and 
stable wealth creating economy. 


An Islamic Commercial Banking Structure 


A truly Islamic banking system could be based upon the ba ing 
structure that emerged from the discussion of Chapter Two. |The 
current account would work on the basis of wadia, being a sight 
deposit available for immediate withdrawal of deposited funds. A 
100% reserve ratio would apply to such accounts. A servi 
could be applied to these accounts so as to remunerate| the 


deposit-taker for the costs_of_ administration. Normal withdrawal 
and transfer facilities would apply in order to effect an efficient 
payments system and deposit-takers could compete on both service 
charges and the quality of services available. Monzer Kahf in [he 
Islamic Economy (1978), and S. M. Yusuf in Economic Justic in 
Islam (1971) both support the adoption of these measures in 
conjunction with the abolition of interest. 
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simultaneously lent out under long term loans, the familiar liquidity 
problems can begin. The United States Savings and Loan crisis is a 


case in point. Alan and Gale point out in The London School of 
Economics Discussion Paper.No. 191, July 1994 : 

The Savings and Loan crisis of the 1980's illustrates some of the 
limitations of the US financial system in terms of its intergenerational 
risk sharing capabilities. The S&L’s had made long term loans at low 
interest rates which were funded with short term deposits. When market 
rates rose, depositors withdrew their funds and put them in instruments 
such as money market mutual funds. As a result many S&L’s became 
insolvent and had to be rescued by the government. The transfers from 
taxpayers that were required are a form of intergenerational transfer 
since they were funded by government debt which will have to be borne 
by future generations. Thus government insurance of bank deposits can 
be regarded as a form of intergenerational risk sharing. 


The Japanese banking system has in recent times shown quite 
clearly the scale of the problems that deposit insurance would have 
to cope with in the event of large scale bank failures in the 
conventional system. Given the scale by which bank money dwarfs 


state money in the modern economy, no amount of private — 


insurance could fund the requests for withdrawal of cash in a large 
scale banking collapse. 


Writing in The Independent in August 1995, Helen Dunne and 


Robert Guest comment: | 

Panic-stricken depositors in Japan yesterday rushed to withdraw more 
than 100 billion Yen (£650 million) from Kizu Shinyo Kumiai, the 
country’s largest credit association, after the authorities suspended its 
operations and announced a restructuring of the Hyogo Bank, the 38" 
largest. 


Kizu’s collapse was the fourth collapse of the year, loaded with 
bad debts exceeding 600 billion Yen (£3.9 billion) largely in 
the form of non-performing erty loans. Meanwhile, Hyogo 
bank had collapsed with more than 1.5 trillion Yen (almost £10 
billion) in bad debts. Hence the Japanese Finance Minister, 
Mr. Matsushita, announced that Kizu’s depositors would be repaid 
with any shortfall being Tet by the central bank. Deposit 


———___ 
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insurance would be quite incapable of dealing with problerns on 


this kind of scale. 


It is alien to the Islamic principles proposed here that risk should be 
shared by those who have n efit from the taking of 
that risk. Alan and Gale see no need to cure the monetary illness 


and argue that future generations would be willing to pay a price in 
order to inherit a stable financial system instead of a collapsed one. 
Only twisted logic can provide us with such a selfish conclusion. 


Should we really expect our children to pay the price of our own 
unnecessary failures? 


In the Islamic banking model, depositors seeki Vall from 
current accounts could be repaid fully, immediately, with no reason 
for panicky bank-runs and without the support of the central] bank 
or a deposit insurance scheme. Meanwhile, deposits in Islamic 
investment_accounts would be invested with entrepreneurs|on a 
profit-sharing basis, not on a fixed-interest basis. Investors would 
know this, and could take the risk or leave it. There might be no 
pre-agreed time scale for redemption of investment accounts as this 
would depend wholly upon the liquidity of the bank’s portfolio. If 
users of funds were not in a position to repay the bank, the} bank 
would not be in a position to repay the investment account holder. 
(Hence the importance of providing securitised financial products 
to the Islamic banking sector. With tradable investment certificates 
forming a substantial part of an Islamic bank’s asset portfolio] such 
investments could quickly be sold on a stock exchange to} raise 


cash. Investment account holders wishing to withdraw their funds 


could then quickly be repaid), 


In structuring an investment account, an Islamic banking institution 
would most usually manage the_funds received without showing 
them as ah item on its own balance sheet. The principle is that the 
funds do not belong to the Islamic institution itself, but are simply 


managed by it on behalf of depositors. These funds| are 
pial eee Sean ER 
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banking system, but that it would be controlled and directed to 


useful purposes: 


In the absence of interest ... bank advances would be made only for the 
purpose of productive enterprise. Credit would be created only to the 


extent there exist genuine possibilities of creating additional social wealth 


through productive enterprise. ... Credit created on the basis of profit- 
sharing would not be inflationary in the long run. Demand for profit- 
sharing advances will be limited by the extent of the available resources 
and banks’ ability to create credit will be called into action only to the 
extent of this demand, subject to the constraint imposed by profit 
expectations that satisfy the banks. Supply in this case would not be able 
to create its own demand as it does at present. 


M.N. Siddiqi : Issues in Islamic Banking (1983) 


I have argued that in a proper Islamic banking model, bank credit 
could not be created in the first instance. Of course credit may be 
created between non-bank businesses and individuals in their daily 
transactions, but since these entities are not banks, this type of 
credit, ‘non-bank credit’, is not synonymous with money. The 
businessman that sells goods to a customer for payment within 
thirty days has advanced’ (non-bank) credit but that businessman 
cannot then use this form of credit as money. 


Whilst in the strict sense I am in disagreement with his view on 


money supply expansion, I would thoroughly agree that: 

The institution of credit and bank money has been another object of 
scrutiny by the Islamic economists. Early writers saw something morally 
wrong in it. Some doubted its need and ascribed its proliferation to the 
vested interests of the banks. More recently it has been realised that 
interest is the villain of the peace. Abolition of interest will, to a large 
extent, curtail the harmful features of the creation of credit by banks. 


M. N. Siddiqi: Issues in Islamic Banking (1983) 


Having identified the most important cause of inflation in the 
conventional economies, it should be made clear that an economy 
operating upon Islamic principles would not itself be excluded from 
specific forms of asset price increase. The latter is not the same as 
inflation though, because inflation is the term given to a general rise 
in the level of prices across an economy and not to a 
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price rise in a specific sector. For example, an increase in demand 
for air travel might result in an increase in ticket prices. However, 


if this occurred at the expense of demand for coach travel, then the 


general level of prices would tend to remain stable. Where there is 
no monetary expansion, general rises in expenditure acrdss the 
economy tend not to occur. (It is however said that, where the 
velocity of circulation of money increases, inflation may increase 
even though money supply does not). This point aside, Islam does 
not wage war on specific forms of price movement. In fact price 
flexibility is a vital component of a healthy economy since, without 


the operation of a price signal, demand cannot so easily be satisfied 
when and where required. 


It is often asserted that a booming economy must bring with it 
inflationary pressures. The reason that conventional econpmists 
make such assertions is that economic booms are of, dn the 
consequence of a substantial money supply expansion. The| boom 
comes first and the inflation later. But in the Islamic economy 
envisaged in this work, production would normally increase without 
money supply expansion as the prime cause. Real factors, 
improvements in technology and a better educated workforte for 
example, would achieve this result. Usually, production would 
increase in a gradual fashion; genuine human endeavour does not 
often produce its reward overnight and certainly not with the 


immediacy of money manufacture. 


In the absence of money supply expansion, an abundance of new 
goods might actually result in the general level of prices declining 
in the Islamic economy. The impact of long term price decteases 
accompanied by growth in productive Output is so contrary to the 
theories and experience of the interest-based economy that its 
probable impact upon society as a whole can only be guessediat. It 
is worth mentioning that a society in which prices were expected to 
fall over time might not value present consumption more highly 
than future consumption. Why buy a car today when waiting a year 
will get you a cheaper price and perhaps a better quality car? 
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another thing entirely to suggest.that the accumulation of this 
treasure is the objective of economic activity. This is of course not 


the Islamic view. In Islam, money is a means to an end, not an end 
in itself. 


Fraudulent debasements are unambiguously condemned: 

It is an oppression on the public to use counterfeit coins. The first man to 
use such coins will get the sins of every person who subsequently 
transfers them to other persons. 


al-Ghazali: The Revivification of the Sciences of Religion 


On debasement, both al-Maqrizi and ibn-Taimiyah predate 


Gresham by some several centuries : : 

Moreover, if the intrinsic value of coins are different it will become a 
source of profit for the wicked to collect the small (bad) coins and 
exchange them (for good money) and then they will take them to another 
country and shift the small (bad) money of that country (to this country). 


Ibn-Taimiyah: Majmu Fatawa Shaikh al-Islam in Economic 
Concepts of ibn-Taimiyah (1988) 


In adopting two precious metals as the monetary medium, the 
Islamic empire was also familiar with the problems of bimetallism. 
The crucial mistake of employing fixed bimetallic ratios (i.e. fixed 
exchange rates between gold and silver coinage) had noticeable 
consequences during the reign of al-Muiz. Once more the hand of 
the state replaces the force of the market in determining the 
exchange value of coinage. Fiat value thus arises and eventually the 
problems begin. Al-Maqrizi’s account of the events of this period is 


reproduced by Aidit Ghazali : 

The value of the dirham to the dinar fell again ... This created some 
disturbance among the people. The state then acted upon the matter by 
dispatching twenty trunks full of new dirham. An order was decreed 
prohibiting transactions using the old dirham. A three day grace period 
was given for the exchange of old dirhams for new ones. The old ones 
then had to be surrendered to the Dar al-Dabi, the department for the 
printing of money. Exchange rate was fixed at 1 new dirham = 4 old 
dirhams, and the exchange rate between the new dirham and the dinar 
was Set at 1 dinar = 18 dirhams. 


Aidit Ghazali in: Islamic Thinkers on Economics, Administration 
and Transactions (1991) 
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One further important aspect of the currency debate has been|dealt 


with by Siddiqi when he reflects upon the importance of zakat in 
the workings of the monetary system. He writes : 

Liquidity premium is not the cause but the effect of interest 
discourage hoarding and bring money on a par with other 
(commodities) it should be Subjected to a carrying cost besides being 
divested of liquidity premium by abolition of interest. ... The key to a 
solution lies in subjecting money to the natural law of depreciation over 
time to which all other commodities are Subjected. This is the Iglamic 
Principle of Zakat which makes all forms of private wealth ‘depreciate’ 
from the viewpoint of the private owner by about 2.5% per annum. This 
will discourage hoarding and make all money circulate. 


M.N. Siddiqi : Issues in Islamic Banking (1983) 


. TO 
ssets 


Siddiqi’s argument might have found favour with Silvio 
Whose proposal during the 1920’s for a date-stamped 
attracted the attention of Keynes: 

[Gesell] points out that the rate of interest is a purely moretary 
phenomenon and that the peculiarity of money lies in the fact that its 
ownership as a means of storing wealth involves the holder in negligible 
carrying charges, and that stocks of wealth, such as stocks of 
commodities which do involve carrying charges, in fact yield a 
because of the standard set by money. ... He argues that the growth of 
real capital is held back by the money rate of interest, and that if this 
brake were removed the growth of real capital would be, in the modern 
world, so rapid that a zero money rate of interest would probably be 
justified, not indeed forthwith, but within a comparatively short period of 
time. Thus the prime necessity is to reduce the money rate of interest, 
and this, he pointed out, can be effected by Causing money to jncur 
carrying costs just like other stocks of barren goods. This led him tb the 
famous prescription of stamped money with which his name is c iefly 


associated and which has received the blessing of Professor Irving 
Fisher. According to this proposal, currency notes (though it would 
clearly need to apply as well to some forms at least of bank-maney) 
would only retain their value by being stamped each month with 


Stamps purchased at a post office. The cost of the stamps could, of 
course, be fixed at any appropriate figure. The idea behind sta ped 
money is sound. It is indeed possible that means might be found to 
apply it in practice on a modest scale. But there are many difficulties 
which Gesell did not face. In particular, he was not aware that money is 
not unique in having a liquidity premium attached to it, but differed pnly 
in degree from other articles, deriving its importance from havi ga 
greater liquidity premium than any other article. Thus if currency notes 
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IN CONCLUSION 


I have argued that the original and most important reason for the 
growth of commercial banking was the profit that arose in the 
process of manufacturing money for lending at interest. Banking 
was the industry, money the product. In the modern world the same 
motive drives commercial banking but in a far more sophisticated 
way. An individual can be arrested for ‘manufacturing’ money in 
his own home but the commercial banking system is given the full 
protection of the law in doing what amounts to the same thing. 
There is no justice in this. 


Every year the United States government pays hundreds of 
thousands of millions of Dollars in interest on its national debt. 
Other ‘rich’ nations are paying similarly huge amounts of interest 
on their own national debt. Yet this debt need not exist in the first 
place and the interest payments on it are therefore incurred 
unnecessarily. 


The commercial banking system in its current form inflicts a cost 
upon the whole of society, even those few whose finances are 
removed from the world of banking and debt. Fractional reserve 
banking is a major cause of inflation in the modern world, and the 
lending criteria on which it operates encourage speculative booms 
and large inequalities in wealth. 


Society has always lived with the risk that events in the real world 
may prove harmful to its wealth. In most cases, it has responded by 
designing an infrastructure that minimises these risks. Yet where 
our monetary arrangements are concerned we find ourselves 
saddled with an infrastructure that is inherently unstable, that 
actually increases the amount of risk society must bear. The ill 
effects of real world events can be magnified out of all 
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Proportion by the workings of a flawed Monetary system. Indeed 
the system itself has now become a source of risk to society. | 


Knowing what dangers lurk within the modern world of banking 
and finance, the politicians are obliged to battle for its sta ility 
They call this battle ‘monetary policy’. It is a policy in which I a6 
not believe. I argue for a currency of intrinsic value that cansot be 
manufactured by a monopoly of bankers or at the whim of the|state. 
Real factors may reduce the purchasing power of money bitt the 
decisions of the financial establishment surely should not do S 


Keynes said of Gesell that ‘he displayed more passion than is 
decent iN a scientist’. But even scientists may find their passions 
rising when confronted by the tinkering irrelevance of mddern 
economics. Whilst the practice of fractional reserve banking | goes 
largely unchallenged, Ormerod informs us that the academic 
establishment is debating ‘upper hemicontinuity at the contiruum 
limit” and ‘the hypothesis that agents’ relative risk avetsion 
coefficients are smaller than one’. Intellectual self-abuse and 
attempts to describe the intricacies of modern life with complex 
formulae mistake the Purpose of economics entirely. Ultim tely, 
economists are here to advise on ways of improving the economic 
System, not to understand better how an unjust system operates! Let 
us waste less time predicting the future of the world on a computer 


model or extrapolating trends and selling the results as informed 
analysis. Let us sit down and be normative. 


Nowadays, economic growth is heralded as the ultimate goal by so 
many governments. To an extent, this goal is forced upon society as 
It struggles to meet the interest charges on its debt. Whilst debt 
grows at compound interest towards infinity, in the physical world 
everything depreciates towards zero. I Propose that the price|we 


shall eventually pay for running this unwinnable race against 
compound interest is a polluted and depleted world. 
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